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Coming — In taxes there are several years 
y 


involved—the calendar year, the fiscal year 
and the year which ends on March 15. 
Taking March 15 as a cutoff date, J. H. 
Landman reviews the tax highlights of 1953 
—the new law and interesting rulings and 
decisions. 


The peripatetic Paul P. Lipton, who has 
offices in Milwaukee and tries his cases in 
the East and other parts of the country, has 
fulfilled a promise to write on ‘‘Safeguard- 
ing Constitutional Rights in Tax Fraud In- 
vestigations.’ It is a well-documented 
article—in the author's words, ‘‘an exhaust- 
ing one which went through ten revisions.” 


He is now recuperating on a Caribbean 
cruise. 


Does a lease-back save you money? This 
is @ provocative question "regnant with 
affirmative and negative answers. William 
J. Lassers has written an excellent piece of 
rationalization on this financing device. 


Tuis magazine is published 
to promote sound thought in 
economic legal and account 
principles relating to all 
federal and = state’ taxation 
lo this end it contains signed 
irticies on tax subjects of 
rrent interest reports on 
pending state tax legislation, 
terpretations of tax laws 


other tax information 


The editorial policy is to 
illow frank discussion of tax 
ssues On this basis contri 

tions are invited Respon 
sibility is not assumed for the 
ontents of the articles or for 
the opinions expressed there 

1. Editor, Henry L. Stewart 
Washington Editor, Lyman 

Long Business Manager 

rge J. Zahringer; Circula 
on Manager, M. S. Hixsor 
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Administrative... 


FEDERAL 
TAXES 


r 8 

| Hk TAXPAYER was the executive. offi 
cer of a corporation, and for years he had invested his savings in 
rental real estate. His real estate investments grew until he 
received as much as $188,000 annually in rentals. But for the 
period from 1927 to 1946 he made only one purchase and sold 
three properties, and these sales resulted in substantial losses 
The taxpayer contends that these were net operating losses 
attributable to his business of renting real estate. The trial court 
found, however, that the properties upon which the losses were 
sustained were purchased for investment purposes, and that the 
regular business of the taxpayer was that of manufacturer. The 
pure hases of real estate were made for the purpose of investing 
earnings. He did not engage in the business of buying, selling 
or renting properties but acquired the properties to protect his 
Investments Phe losses on the properties were not net operating 
losses attributable to the operation of a business._Chicago Titl 


and Trust Company (Sigman) v. UU’. S., 54-1 ustre © 9200 (CA-7) 


\ CASH-BASIS FARMER sold his crop in 
1947 and agreed with the purchaser that the purchase price would 
be paid in January, 1948. The Commissioner contended that the 
sale took place in 1947 and assessed deficiencies arising out of 
the failure to report this income in 1947, The court granted a 
motion for directed verdict in favor of the taxpayer. The follow 
Ing are quotes of some of the pungent language from the deci 
sion: “When they [taxpayers] get the cash then | will help you 
stick them every time. 1 don't believe in reaching out in the 
blue sky just because he |the taxpayer| has taken advantage of 
an opportunity that the law ... does give to him when he 
operates on a cash system I don't think the tax department 


of the government should go out in the blue sky and try to find 
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some hair-splitting reason where they can rook some taxpayer 
That will be the ruling of the Court.’—Banek v. Kasper, 54-1 
uste § 9205 (DCS. D.) 


ray 

| Hk TAXPAYERS, each in their seventies 
and each suttering from different but specific diseases, were advised 
by doctors to go to Florida in the winter—not for any incidental 
benefits the mild climate might afford, but for the healing eftects 
of the sun upon their particular ailments. Their traveling and 
other expenses were deductible to the extent of the medical 
deduction, since the expenses were incurred for the mitigation of 


disease.—Watkins, CCH Wee. 20,149(M), 13 TCM 119 


[ JPON EMPLOYMENT, the employee 
signed an employee's patent agreement, but he was not hired 
for his inventive genius, While in the employ of this employer, 
he did conceive and invent a machine which the employer could 
use. He divulged his idea to the emplover and proceeded to 
reduce the invention to practice and later obtained letters patent 
He then executed an assignment of all his right and title to the 
inventions in favor of his employer. Pursuant to the assignment 
he was paid certain royalties. Are these royalties income from 
the sale of a capital asset, or are they ordinary income?’ The 
royalties are income from the sale of a capital asset because they 
were paid pursuant to the assignment. The inventions did not 
belong to the employer by virtue of the employment contract and 
the existence of the employee's patent agreement. Also, the 
inventor did not hold the inventions for sale to customers in the 
ordinary course of a trade or business.—Bukowsky v. U.S. 54-1 
ustce © 9193 (IDC Wash.) 


Ver OUN TING for joint ventures of buying 


and selling equipment was done by setting up separate accounts 


for each venture and computing the profit or loss when the 
equipment was sold. Profit must be accounted for on an annual 
basis.-—Spitcaufsky, CCH Dee. 20,116(M), 13 TOM 32 


rant 

! ERMITE DAMAGE to a residence is a 
casualty. The money expended making repairs is deductible as 
a casualty loss. The casualty is the sudden invasion of the prem 
ises by the termites. The resultant damage may extend over a 
period of months or years, and the time it takes the termites to 


effect the damage should not be confused with their initial inva 
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sion in determining what is the casualty.— Shopmaker 7 
54-1 ustre © 9195 (D¢ Mo.). 


Py) MENTS made pursuant to “rent and 
rental value” loss endorsements on insurance policies are ordinary 
income. The payments represent compensation for loss of profits. 

Vellinger v. U. S., 54-1 uste § 9197 (DC Tex.). 


| N an unreasonable compensation case where 


the officers receiving the compensation in question are the sole 
stockholders and directors of the corporation, the evidence is to 
be scrutinized carefully to determine whether the so-called com 
pensation is not in reality a distribution of profits. When the 
Commissioner has made a determination as to reasonableness or 
unreasonableness, the burden of proof is on the taxpayer to overt 
come the presumption of correctness of the determination. If 
this is to be done successfully, it must be done from the strength 
of the taxpayer's case—not the weaknesses of the Commissioner’s. 
In this case the compensation paid to one officer, who was also 
the officer of another corporation, was held unreasonable in part, 
and the compensation paid to the other officers was held not 
unreasonable. All officers were paid pursuant to an agreement 
distributing a percentage of the profits, and no dividends ever 
had been paid upon either the common or the preferred stock. 
American Allsafe Company, Inc., CCH Dee, 20,142(M), 13 TCM 95. 


| Vis PRICT DIRECTORS of internal revenue 
have been authorized to grant extensions of time of 90 days for 
filing corporate income tax returns upon proper application there 
for on Form 7004 


ry. 

| Hk TAX COURT has taken the view that 
a corporation which acquires its Own stock without the intention 
of selling it and does not deal in its own shares as it might deal 
in the shares of other corporations, realizes no gain when at a 
later time it sells the stock so acquired. However, in Commissioner 
v. Landers Corporation, 54-1 usre £9230 (CA-6), an opposite 
result is reached on the theory that, where the corporation does 
not actually cancel and retire the shares, upon subsequent sale, it 
has sold an asset of the corporation in the same way as when it 
sells shares of another corporation which it might own. Conse 
quently, the gain—1f any—is the same type of income as would 
result from the sale of any other asset. 
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Committee Tax Law Proposals .. . 


Gas “Gathering” Tax Invalid . . . 


Commissioner's Tax Program 


Washington Tax Talk 


The Congress 


Progress on the Revenue 


of 1954 House Ways 


Committee continues at a tast 


Revision Bill 
and Means 


pace 


by the 


} 


Last month there appeared 


in these pages 
the 25 specific rec listed in 
the President’s proposal for tax revision 


Since that 


ymmendations 


time the committee has reached 


agreement on a substantial list of tentative 


that 


tax law changes, and it is adding to 


list almost daily 


One of the most recently 


visions has to do 


announced re 
indi 
vidual return from March 15 to 
April 15 of Phis change in 
volves the postponing of the filing date for 
the declaration of 


with changing the 
date 


VCcal 


filing 


¢ ach 


estimated tax; however, 
proposed as to the 
dates 


no changes were other 


estimated tax They 


presumably 
would remain at June 15, September 15 and 
January 15 The filing date of 
returns would remain as it ts 
principal reason tor 
the individual 


permit the 


corporate 
The 
extending the date otf 
returns by one 


now 


month is to 


preparation ot more 


accurate 
returns 
Subjects of general interest to business and 


industry so far have emerged in the form of 


changes in procedure in taxing employee pen 
and 


sions 


research and development 


The provisions relating to change in the 


treatment of pensions deal primarily 


the deductibility of 


with 
contributions made by 
the employer to employees’ 
sions, stock 


trusts 


exempt pen 
and profit-sharing 


With respect to employees’ trusts, 


bonuses 


unrelated business earnings would be taxed 
Certain limited 
imposed on the 


restrictions, would be 


trust 


too, 


investment of funds. 


Iwo parallel provisions designed to pro 


mote and encourage research and develop 


ment in both business and agriculture were 
agreed The 


to deduct or 


upon by the committee first 


would allow a taxpayel cap! 


Washington Tax Talk 


talize at his option 


experimental costs 


certain research and 


Phe second would allow 
deductions by farmers of expenditures fot 


water and soil conservation 


Changes proposed in relation to 


highlighted by the 
the present “basic tax” 
tional tax” 


estate 
proposal to 
and “addi 
into a single tax schedule 
out eliminating the 


taxes are 


combine 


with 


concept of the basic 
estate tax, which is essential to some state 
inheritance This would 
providing a schedule of credits 
allowable for state death taxes expressed 
in terms of the total federal estate tax This 
simplification would not change the estate 
tax liability of any 


the United States 


and 
be done by 


estate taxes 


citizen or resident of 


Under the 


House committee’s proposal 
life insurance 


would be treated the same as 
any other property for estate tax purposes 
by being included in the dying individual's 
gross estate only if he owned the policy o1 
had a 5 per cent or better chance of regain 
ing ownership 


The something 
about the perennial suggestion for the taxing 


committee wants to do 


of compensation over a longer period of 


provides that where per 
sonal services cover a period of 


time Present law 


36 months 
or more, the tax on this income generally 1s 
than it 


spread 


to be no greater 
had 
36-month period 


this 


would be if the 


income been 


ratably over the 
Proposed law 
with 


in substance as follows 


would re- 


tain modifications, 


provision four 


(1) The maximum period over which in 


come from an invention could be 


from 36 


spread 
would be 
60 months 


increased montis to 


(2) Under 
back partnership 


prior to the time he 
the partnership 


present law a partner may 


spread income to years 
became a member of 
Under the House com- 


mittee’s amendment he could not spread the 
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Arnold R. Baar, of Illinois, and 
Morton P. Fisher, of Maryland, have 
been nominated by the President 
to be judges of the Tax Court to 

fill the unexpired terms of Samuel 
B. Hill and Eugene Black, 
respectively, both of whom have 
retired. Judge Hill's term expires 
June 2, 1960; Judge Black's expires 
June 2, 1956. The nominations 
were sent to the Senate for its 


approval on January 29. 


back unless he had beet 
rtnership tor 36 months, 


wd betore he 


(3) Another 


pce tal 


Was a4 partner 


proposed limitation on the 


treatment of income received ove 


a long period ts a provision which would 


prohibit income-splitting by a husband and 
wile tor 


to 1948 


(4) It 


term “employment” for the term 


income spread back to years priot 


is also proposed to substitute the 
“personal 
sCcTVICCS 


The ¢ 


every ( 


Oommittee is release nearly 


! 
le 


iSssulhly 


iv on its which are 


agreements, 


being currently 


reported in the newspapers 


Because TAXES 18 a monthly 


Mmavazine, we 
hardly can do more than vive the reader the 
highhehts ofa tew of the 
that 


ommittec 


prov mions trot 


chans 1k ( law have been avreed 


upon by the « 


The Supreme Court 
The United 


heavy and restraining hand on certain state 
vhere the 


States Supreme Court laid a 


taxing ultimate result of the tax 


as that tt be paid by the 


and where the 


tedgral govern 


tment incidence of a tax was 


on the exit, trom the State, ot the property 


taxed, aa hits ASE ras in pipelines 


Navy 


purchase 


S thre 


trom delegating 


t supplies as cheaply 
pl mipthy as possible is the gist ot 

in Aern-Limerick, Inc. 2 
United 
the actual purchaser of the materials bought 
and the Arkansas 
invalid as apphed te 


King ¢ 


although the 


Scour 


case the States 


Was 


by the contractor 


PTOOSS 


receipts tax Is these 
Boozer case is not 
United States 


burden of the 


purchases. The 
controlling tor, 
also bore the economic state 


tax im that case, the legal incidence of the 
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mdependent cont 


ral government 


eral government 


clearly 


bids and 


In Genera 


Supreme 


hable ‘ 


ness and occupatiol 


Phe Texas 


yall 
lally 


interstate ( | 


ommerce, levies 


ill other taxes and licenses, 


privilege 


occupation tar tor the ] 


ering gas.” ¢ obtaining 


other 


MN pPAaniie s 
and 


gathering In 


companies shippin 't inter 


are not in the was isiness within 
term in its ordinary 
“taking” of 


such companies into thet 


the meaning of the 


usage The “gathering” o1 


gas by pipelines 


1s for interstate transmission, and 


the gas at that only actually 


committed 


time 18 not 


to but is moving in interstate 


1 


commerce The tax is invalid as applied 


to such companies 


‘It is now well settled that a tax imposed 


on a local activity related to interstate com 


valid if, and only if, the 


activity 1s not 


merce 1s 
integral part ol the 
flow of 


such an 
interstate process, the commerce, 
that it 


from it,” the Court 


cannot realistically bye separated 


said 


The Commissioner 


this month we salute Com 
missioner of Internal Revenue 
Andrews 55.000 other 


who work for the 


(on our covet 
Coleman 


and the men and 


women Internal Revenue 


Service Theirs is a year of work just begin 


very taxpa who lays asice 


Mare | 


making 


tax return witl a big sigh on 
back to his 


living and income tor the 


turns business of 


current year, 


an employee of the Service picks 


r return from stack jus 


and with an equally big sig! 


necessary processing 


Ninety-five million taxpayers 


returns annually. Seventy different 


returns are involved—but 62 million 


come tax returns \ recent survey shows 


that 25 per cent of the income tax 


on incomes under $10,000 show errors and 


(Continued on page 256) 
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Pension and Profit-Sharing Trust Investments 


Under the Income Tax 


By ISIDORE GOODMAN 


rt 


\ TAX-EXEMP' 


« 


nehciwaries tlie 


nd accumulated 
Chere 1s 


trustees vene rally, 


st property to produce income 


Investment Policy for Benefit 
of Employees in General 


Whether the plan is 


be His 


} 
empl 


sicle rable 


trustec pursues 


extent on the 
Phe 


reasonable Ce 


use 


trust prope 

| 

requirement is especially Slt 
The 


ot the tac 


rty pro 


earnil 


< 


ol 


rmHInLsS © 


are allocated 
also May be used 


1 


ontributions if the con 
ywides [hie regula 
‘Tt the 
lesig a subtertuge tor 
165(a) 
Code 165(a)(1) 
Foscue v. Lyon, 555 Ala 
126 Atl. 218, 101 Conn 
Davis, 5 Dana, Ky 27 
* Act. La. No. &1 of 


Code Sec 


Se 
Wight 1 
Ex’rs 1 


140 


101 Jennings 


1938, Sec. 33 


Pension and Profit-Sharing Trusts 


plan is so 


Lee, 


Law 


The Production of 
Income Is Essential to an 


Employees’ Trust 


profits to shareholde ts, 


distribution of 
even Hf other employees who are 
holders included under the 

not qualify as a plan for the exclusive benefit 


thre 


not share 


plan, it wall 


are 

Howeve kr. 2 plan is not 
benefit of 
discriminates either in 


ol employees 
employees im 


ligibil 


benefits 


tor the exclusive 


veneral if it 
contributions o1 
favor ot 
Ss, perso 


itv requirements, 


whatever in em 


shareholder 


by anY device 


ploy ees who are officers, 
supervis 
the 
the 


and 


vhose principal duties consist in 
employees or 


All of 


circumstance 


£ ie work otf other 
high! 
surroundine 


the details of 


compel sated employee S 
attendant 

plan will be indicative of 
whether it 1s fide stock 


or profit-sharing plan tor the 


and 
thie 


bonus, pen 


a bona 
exclusive 
Phe 


Porm of 


sion 
benefit 
concerned not so much with the 
effects m 

which 


of employees in general law 1s 


any 


plan as it 1s with its operation.” 


An policy 
ployees the 


discrimimation is prohibited is 


favors ecm 


mivestment 
which 


the 


enumerations im 
not lor 


within 


exclusive benefit of employees in general and 


does not meet the requirements for qualifitation 


1944) 
1944 
Regs 


315 (May 10 
ii: by T. D: 3432 
1944); now part of 


1944 CB 
over into Regs 
(December 13, 
39.165-1(a)(2) 
118, Sec. 39.165-1(a)(4) 


I lr. 3661 
carried 
CB 318 
118, Sec 
* Regs 





Mr. Goodman is Technical Advisor in Charge of the 
Pension Trust Branch of the Internal Revenue Ser- 


vice. 


This article is based on a speech which he 


delivered on February 4 before the American Pen- 
sion Conference, which was held in New York City. 


held in ; , im Which 


trusts, « executives 
rank 

Pursuant to 

} 


employees, 
investment 
one half t the funds ot 
invested in stock of the em 
but, in 


oration: addition, funds 


xecutive trust also were invested in 


ate under sale bacl al 


\fter three 


ind le ast 


rangements with the employer 


years ot operations the trust for 
file emplo ees had 


$12,000, of 


assets of nik 


which $11,000 was in the em 
ployer’s stock, anc 


by this trust 


realized 
ycal period 
stock The trust 
however, had assets of $55,000 
profit tor the 
than $31,000 Chere 
this trust, 


the only income 
during the 


| 
or thre 


three 


was $/3 f1 sale of 


lor executive 


and realized a 


period 


SAtii¢ 


ot more only two 


were 
and 


cent of the common 


participants in 
50) per 


employer c 


owned 
stock of the 


Cat h 


rporation 


As a means of determining whether the 


trust 


serves 


any other than 


purpose const! 


tuting part ola plan for the exclusive bene 
fit of employees in general, the income tax 


regulations * 


“ON, 


section 165(a) 


provide 


limitations are 
with 


specie provided in 
respect to 
the 


section 


mvestments 


which may be made by 


trustees ota 
165(a) Phe 
used by the 
investments permitted by 
to the extent 
Where, however, 

stock or 
the emplover, tull disclosure 
of the re 
of the « 


ments’ are 


trust quality ing under 


contributions may be 


trustees 
to purchase any 
the trust as 


by local 


funds are 


allowed 
the trust 
securities of 


reement, 
law 
invested in 
must be made 


isons tor such 


arrangement and 
which such 


that 


onditions under invest 


made in ordet a determina 

'H. S. D. Company (formerly Knight-Morley 
Corporation l Kavanagh, 49-2 ustrc © 9420, 88 
F. Supp. 64, rev'd 51-1 7 9358, 191 F. (2d) 
831 (CA-6), on ground of technical compliance 
with Sec 162(d) Revenue Act of 1944, as 
amended by Pub. L. 511 (78th Cong., 2d Sess.) 
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tion may be mad 


whether the tru 


any purpose other than constituting part ot 


1 


a plan for the exclusive benefit of employee 


Thus, the following requisites are 


appli 
cable with respect to investments of trust funds 


in the stock or securities of the employer 


(1) an empowering provision in the trust 


instrument such 


permitting investments; 


(2) absence of prohibition under local law 


against investments of this type; and 


full 


investments and of the « 


t2) 2 disclosure of the reasons for 


such onditions un 


der which they are made 


The first 
but it 


two points are selt-explanatory, 
should be noted that if 
are made which are 
trust 


investments 
contrary the provi 
require 


ments of the applicable local laws, the trust 


sions of the instrument or the 


is deemed not to be part ola qualified plan. 
The disclosure consists of a notification to the 
District Director of Internal Reve 


forth the 


appropriate 
nue 


10 


setting following 


iIntormation 


(1) balance sheets of the 
the close of the last period and 
tor the vear ended prior thereto; 


employer as at 
accounting 
taxable 


(2) comparative 
prott 
taxabl 


(3) 
the 


amount 


statements of income and 


and loss for the last and four prior 


years; 
an analysis of the surplus account for 


the 


Cal h 


last five years, specifically showing 
and rate 


stoc k; 


of dividends paid on 


class ol 


(4) a 


rial 


statement accounting for all 
trom the 


statements to the 


hate 
dates of the 
date of 


changes latest 


atovesaid filing 


the information; 

s Sec. 39.165-1(a) (6) 
19, June 16, 1945 
Rul. 32, Exhibit B 


Regs. 118 
PS No 
Rev 


1953-1 CB 265 


267 
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(3) a schedule showing the amounts of 


the various fund; and 


assets in the trust 


(6) a statement 
to be 


Setting 


forth the amount 


stock o1 


invested securities of 


the employer, the nature of the investment 
ot return, and the rea 


vestment 


Rulings on Effect of Investments 


The notification may be 


accompanied by 
effect of the 


funds in the 


a request tor a ruling as to the 


investment of trust stock or 


securities of the employer on the qualifica 


tion of t and status for exemption 


of th 1 he request may relate to a 


consumn prospective 
that in the 


must 


transaction, 


provided, however former situa 


pertain to a tax 
able vear h mplover for 


tion the investment 
which a tax 
filed or for 
filing at the 


is made 


returt 


which a 
time the 

a return has 
filed, no 


vaaver will be ad 
1] 


retur! 
reque 
been ruling 

investment Wi 
examination of the ap 
lf the 


a current or 


request pertains 


propose d 


is issued until the 
1 


is ¢ ermined. atter either ex 


of the applicable tax returns o1 


ot other that the 
adverse 
plan and 
After such 


reque St tor 


data, 


did not have an 


pertinent 
ivestinent 

the qualification of the 
exemption of the trust 
determination, 1f favorable, the 
a ruling 1 ! u or prospective u 
vestmenit ‘ ( Y the applicable 


| 
Tulll 


loc: 


OIC 


Age 
whether, aS a 
the investn policy 


trust cor 


pose 


be Hit 


pursued, the 


tinues part of a plan 101 thie 


exclusive benefit of employees or bene 





{ 


ficiaries. Consideration 1s given to such ta 


ors as nature of investment amount oft 
t ; 


investment, an! restrictions on 


marketability (1 collateral (if any 


total 


assets otal trust 


investments 
(including promissory, 


curities 


employer, percentage of tal 


assets (including current invest 


ment) in stock or securities of the employer, 
nature liquidity 
1 


and diversification of trust investments, 


employer's business, 


and 


related matters Phe employer's balance 


PS No. 49, cited at footnote 9 


Pension and Profit-Sharing Trusts 


sheets are analyzed as to current assets, 


current liabilities, working capital, current 
total liabilities, 


as to the 


surplus 


ratio, total assets, and capi 


tal segregated respective classes 


ot stock The 


income and profit and loss, and the surplus 


and statements of 
analysis are considered with respect to such 
items as net sales or total receipts, 
othe 

expenses, 
federal 
profits taxes, dividends paid, other charges 


cost ol 
goods sold, gross profit, 
pront, 
tions, 


income, total 


operating other deduce 


net profit, and excess 


Income 
to surplus, credits to surplus and net trans 
fer to surplus 


\ determination is made on the basis of 
an over-all appraisal of the applicable factors 
and, if favorable and if pursuant to a re 
quest, a letter is issued expressing the opin 
ion that the investment in the 
securities of the will not affect 
rsely the qualification of the plan or 
the exempt status of the Section 
165 (a) of the 


amended 


stock or 
employer 
acdve 
trust unde 


Internal Revenue Code, as 
The letter cautions, however, that 
such opinion 1s conditioned on the 


or the 


pure hase 


stock or securities at a price not in 


excess of the tan 


thereof The 
opinion expressed relates only to the qualifi 
cation of the 

and neither the 


the absence of 


market value 


plan and status of the trust, 


favorable determination nor 
a disapproval of the invest 


ment is to be construed as an opinion as to 
purchase of the 


or securities ce 


\ letter 


points out 


whether the employer's stock 


nstitutes a good investment.” 


based on an adverse determination 


that one of the requirements for 


qualification of a plan under Section 165 (a) 
is that it be operated for the exclusive bene 


ht of employees; that an 


investment in the 


employer's 


securities which 


produces no 
vield (or the 
Is restricted, or othet 


with 


current marketability of which 


applicable 
such 
that, aC cordingly, such 
fect adversely the 
and the exempt 
Section 165 (a) 


reason) 18 


not consistent 


requirement; and 


investment will af 
qualification of the 


status of the trust 


plan 
under 


If investment information is filed without 
a request for a ruling, 
in the 
had 


issued 


the case 158 processed 
same manner as though a request 
that no ruling is 
information, how 
ever, is acknowledged and, if complete, th. 
taxpayer is advised that it has been accepted 
as complying with the requirement con 
tained in Section 39.165-1 (a) (6) of Regu 
lations 118 as to notification. If the in 
formation submitted is insufficient, a request 


is made for additional data 


been made, except 


Rece ipt ot} the 





Sales and Lease-Backs 
\ tra 


real property but the retention of possession 
and use 


nsaction 


which consists of a sale ot 


through a long-term lease has been 


extended in recent years to employees’ 


trusts. Usually a net rental is provided for, 


with the 


direct 


lessce 


paving 
payment to the 


all expenses plus a 
stated 
periodic amount which is equivalent to a 
fixed yield on the The 


property 


trustee Of a 


investment em 


ployer receives payment for the 


from the funds 


without the 


and has 


busine SS purposes 


trust available tor 


| necessity ot 


drawing upon his borrowimg capacity o1 


addition, 
he has possession of the property and con 
tinues its use to much the 
transaction took 
now is held by 
trust The 
sufficient to 


increasing his capitalization. In 


very Satie 
plac . 


the trustee 


extent 
as betore the 


that legal tith 


of his employees’ 


except 


term of the 


lease usually 1s 


cover the nor 


mal life expectancy of the depreciable 


and, at 


por 
that so as to 
The 


estate 


tion times, beyond 


provide for replacements trustee has 


an investment im 
fixed by the lease 


Phe 


rives 


real 


with a yield 


mere tact that the employer also de 


certam advantages 


trom the 
result in the 
other 


benefit of employe es." 


transac 


tion does not 


trust beime 


operated tor purposes than for the 
Most 
benefits to 
this extent, 


different \s 
is reasonably 


exclusive bust 


ness transactions contemplate 


all parties concerned 


and, to 


and lease back is ho 


long as the 


a sale 


investment secure 


and a fair return 1s thereon, the 


realized 
exclusive-benefit-of-employees 


is not 


requirement 
violated 


Phe trustes 
pay the full 


may not be m a position to 


cominitinents 


purchase funds 


price 
the 
under the plan may necessitate the retention 
of sufficient tunds to meet the 
Phe then 


the property subject to a mortgage, 


may be imsuthicient o1 
plan require 
to take 


assulnic 


ments trustee may have 


the obligation under an existing mortgage 
funds The 
borrowed by the 


disqualify the 


or borrow the 
fact that 
not 


necessa’ry here 
trust 
plan of which it 1s 


the exclusive 


funds are 
does 
a part benefit 
However, if the trustee ob 
loan for the 


the « mploye r as, 


as not being tor 
of employees.’ 
taims a purpose of benefiting 
for example, borrowing 1m 
order to furnish capital or property tor us¢ 
in the employer’s business at a time when 
the employer's financial 


that he is unable to 


such 
the 


condition is 


borrow money, 


” Rev 


" Rev 
* Rev 


186 


Rul. 32, 1953-1 CB 267, Part 2 (i), p 
Rul. No. 46, 1953-1 CB 287 
Rul. No. 46, cited at footnote 13 
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March, 
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transaction does 


not meet the 
benefit-of-employees test 


exclusive 
Similarly, if the 
trustee makes a 


loan to an officer of the 


employer corporation at 
and the 


a low 
le nds the 


interest rate, 
officer m turn 


money to 
the employer at a 


much higher 
fides ¢ the 


Such a 


interest 


rate, the hona 


transaction 1S 


questionable transaction is not for 


the exclusive 


| hie 


and 


] 
benefit of employees in general 


vield to the trust should be reasor 


able consistent with prevailing returns 


on comparable transactions consummated 


WW hile all 


defeat the exclusive 


arm’s length 
return 


on an basis exces 


SIVE does 


not 
benefit-of-emplovees requirement, the em 
ployer’s deduction may be 
CESSIVE 


othe 1 
bona fice 


jeopardized. Ex 
payments to the trust for 


found 


rent o1 


charges which are not to be 
but part of a scheme or 
the applicabk 


allowable as deductions 


device to 
circumvent 


not 


limitations ar¢ 


A gam on the sale of the 


thre employer to the 
than six 


exceed the 


property by 
held for 
and, if the total 
recognized from capital 
assets, 1s taxable asa long term capital vain.’ 
\ loss on 
not 


trust if more 


months vains 


losses 


such a transaction, however, 1s 
deductible Neither is the 
ductible by way of 
life of the 


loss” de 


amortization over ti 


| 
under the 


lease which 1s granted 


sale and lease-back transaction 


Rulings on such 
through the 
are acted upon im 
Washington If 
expressed that the investment of trust funds 
undet 


transactions are 
local held 
the national 
favorable, the 


not 


issued but 


otlices 
office u 
opmion is 
such transactions does not affect 
qualification of the plan or 
the exempt status of the trust under Section 
165 (a). The 
the opimon 1s 
that 


other 


adversely the 


letter, however, 
limited to 


cautions that 
this 


no consideration ts being 


phase | 


alle 
given to any 
matters, 


bility of the 


especially as to the deducti 
other 


subject to subsequent determina 


re ntals, or aspects, all ot 


which are 
tion after examination of the 


tax returns 


involved 


Investments in Insurance 
and Annuity Contracts 


Trust 
and 


funds may be 
annuity 


invested in insurance 
contracts. The qualification of 
a pension plan under Section 165 (a) is not 
affected 


tains a 


adversely merely because it con 
undet 


benefits are to be 


provision which 


provided 


retirement 
thro gh the 


"® Code Sec 
* Code Sec 


117(j) 
24(b)(1)(D) 
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1lase 1 
irdanes 


retirement mcome policies in 


death 
limited 


o the amount of one year’s salary, with the 
balance Ol 


with the terms of which 


hts payable to beneficiaries are 


’ 


ol } 
such death benefits pavable to 
he trustee The trustee 1s to 


accumulate 
the funds received trom this 


source and 


use them for the 
the plan in 


payment of the cost ot 


some tuture year or 
able to make his 
plan.” [ 
out on the life of the 
the 


realized on 


vears when 


the employer may not be 


contribution under the 


sually a 


Vv is taker person 


controls the business 


with 


proceeds 


trustec 
beneficiary Phe 


he death of the insured are available to 


reduce subsequent contributions 


deduction is 


employer 


Consequently, no allowable 


currently for the cost of such insurance, 


but such cost 1s 


available as a 
(1Vv) ot 


carry-ovel 
tp) (2) tA). 
insurance may be coupled 

an agreement to buy the stock that 
e imsured may own in the employer 
time of his death. If the 


restricted to 


Section 235 


use of life 


cor poration at the 


trustee 18 not 


buy at a fixed 


predetermined price but is free to make the 


value, his 


purchase at tair market invest 


ment in the stock 1s similar to the usual 


acquisition of employer stock or securities 


If. however, the committed to 


predetermined pric and 


| 
market 


trustees 1S 


buy at a such 


sim fair value 
STO k. the 


tor the 


1 
excess of the 


transaction 1s deemed not 


exclusive benefit Ot employees 


general Instead, it is an arrangement 
means tor the 
hie stock bv the estate Ot the 


tockholdet 


provide a ready sale of 


controlling 


sharing trust indenture may con 


vision Which permits the trustec 


to invest a part of the trust funds in insur 


ance income contracts and to use trust 


to continue such 


contracts im torce 


msurance contracts 


Come vithin the 


of investments, and trust funds are 


permitted to be used for 
should be 


eet 


such purpose It 
observed, how 


plan 


section 165 (a), 


ever, that a 


cy thre requirements ot 


hich provides that distributions are to be 


based on contributions 


determined 


necessary ror pre 
upon o1 


ment, will not be treated as 


benetits alter 


a pront 
pension 


retire 
sharing 
rather as a plan subject 

he limitations on deductions under Sec 
tion 23 (p) (1) fA) Thus, 


permissible to provide that 


vhile it 1s 


pront sharing 


PS No. 6, July 29, 

*‘ Bulletin on 
Part V B, Reversionary 
‘PS No. 11, August 10, 1944 
*T. T. 3660, 1944 CB 136 
Sec 29.165-l(a) of 


1944 
Section 23(p)(1)(A) 


3enefits 


and (B) 


incorporated in 
Regs. 111 by T. D. 5422 


Pension and Profit-Sharing Trusts 


funds may be invested in 


contracts, 


msuratice mcome 


distributions 


are to be based 


on contributions necessary for 


predetermined 
retirement, the ar 
rangement will be treated as a pension plan 
and not 


benefits upon or after 


as a profit-sharing plan 
Annuity contracts have 
that 
even if 
exempt 


an added tax ad 


vantage in they continue deferment ot 


taxation the contract 


is distributed 
Section 165 (a) trust pur 
chases an annuity an employee 
and 


lt an 


contract tor 
distributes it to him in a 
exempt, and if 
a cash surrender 
be available by 
such 


year 
the 

value which may 
surrendering the contract, 
surrender value will not be 
to the employee unless and 
the contract is surrendered The de 
ferment of taxation to employees is one of 


during 


which it as contract 


contams 


cash con 
sider « d 


until 


IMNCOM€ 


the advantages of an 
trust 


exempt ¢ mployees’ 


Consequently, 


as long as there is no 


current realization, the 


taxable on 


employee is not 
value of the 
contract even though he has possession and 
complete ownership thereof, but he becomes 


taxable 


the cash surre nae 1 


when he realizes on the contract 


The situation is different 
ment life 


much of the premiums 


with a retire 
contract \s 
as was paid from the 
employer o1 


income Or insurance 


contributions of the 


life will 
constitute income to the employee for the year 


earnings 
thereon for the insurance protection 
or years in which the contributions or earnings 
are applhed to the purchase of such life in 
surance The cost of the imsurance is con 
sidered to be the one-veat 
for the amount of the life 


upon the 


term premium 


Msurance based 
rates of the issuing the 
that 


may be 


company 


contract However, toms 


recos nized 


the actual under a 


COSsIS 


contract 
considerably 


with the 


sinaller than costs 


consistent 
basis of the gross premiums. Con 
sequently, uniform one-year term premiums 
on a net 


table 


basis may be used in 


ACC ordans ‘ 


with a established for such purpose.” 


The deterred tax treatment applicabl to 
the distribution of annuity 
avallable 


contracts also 1s 
with 
provided that 


they 


respect to msurance contracts, 


meident to 


their distribution 


have been converted irrevocably into 


annuity contracts, or their entire value has 


been settled irrevocably under an agreement 


essentially like an annuity contract.” Hf, 


however, the distributes an 


trustec misul 


that 


ance contract to an employee so part 


1944 CB 318 


Regs. 118 


now part of Sec. 39.165-1(a)(2) of 
*? Regs. 118, Sec 
? Regs. 118, Sec 
PS No. 58 
Mim. 6461 


39.165-6(a)(2) 
39.165-6(a) (3) (i) 
(Revised), March 7, 
1950-1 CB 75 


1947 





or all of its then value cou ve applied t contract the death benefit is 100 times the 


continue insurance for hi inder sucl monthly annuity, that is, $1,000 of life in 


contract, the value so applicable then loses surance protection for each $10 of monthly 


its previous status as an accumulation to annuity. Such a combination is usual in 


secure deferred benefits under a pension o1 pension plans. A profit-sharing plan, how 


profit-sharing plan, « vhich inclusion n_— ever, is based partly on a definite predeter 


income has been It becomes mined formula tor distributing the funds 
a distribution of the ist le 


accumulated under the plat after a fixed 


included in the income of the employee fot number of years.” Since provision for lite 
the vear in which the contract has been dis insurance protection is a form of current 


tributed, as provided in Section 165(b), distribution, questions arose as to whether 
whether or not such value could then be 


1 provision conformed with the require 


obtained in cash by surrender of the con ment for an accumulation tor a fixed num 


tract. The amount of such distribution gen ber of vears \s in the case of a pension 


erally is considered to be the entire plan, the mere tact that the plan may pro 


value of the contract at the time it 1s vide lite insurance protection imceidental to 


tributed. ‘The net value is reduced by an its primary purpose 


of deferred distribution 
part which could not be used under any cu will not 


cause it to fail of qualification un 
cumstances for continued insurance under der Section 165(a) 


an imsurance contract Life insurance under a profit-sharing plan 


If an msurance contract 1s acquired by an 1S considered “incidental” only where (1) 


exempt Section 165(a) trust for ar the aggregate premiums for life insurance 


ployee dies before the maturi in the case of each participant are less than 


contract, amounts received by hi one half of the aggregate of the contribu 


are attributable to th tions allocated to participant at any 


under the contract at the time of death at particular time, and { plan requires 


required to be included in the gross income the trustee to convert the entire value of 


of the beneficiary under Section 165(b) the life insurance contrac at or before re 


There is a reserve accumulation under the tirement to provide periodic income so that 
policy which 1s provided wholly or partly no portion ot such value may be used to 
by employer contributions and increments continue life insurance protection after re 


thereon. ‘This reserve is intended to secure tirement 


pension or other deferred benefits under a \ plan represented by a group annuity 
pension or profit-sharing plan with respect 


contract or annuity contracts meeting the 


to which inclusion in income has been de requirements of Section 23(p)(1)(B) of the 
ferred. Such accumulation would have been Code 


which includes compliance with the 
taxable to the employee had he lived to provisions of paragraphs (3) to (6), inclu 
receive distributions. Similarly, the amounts sive, of Section 165(a). may constitute a 
received by his beneficiary which are attrib qualified plan which entitles the employer to 
utable to the reserve under the contract at deductions on account of contributions within 
the time of death constitute distributions of the applicable limits of Section 23(p)(1) 
the trust which are required to be included (A), and provides the deferred 
in gross income of the beneficiary hie por ment tor employer participants 
tion which ts attributable to the excess over term capital gain provisions of 
the reserve at the time ot death, he wever, (bh) however, are applicable 
generally Is excludable from ross mcommit 


under Section 22(b)(1)(A) of rte 


a qualified trusteed plan 


Isteeca annuity 


Section 165(a) is limited to pension, profit i r, an exempt emptlo t pul 


ill 


nuit annuity 
sharing and stock bonus plans il a ahRUry Contr: : nuity 


> et y Ons ] } mio 
dental benefit in the form of life sur. . i istribution . ' ‘ nrous 


h 
however, may be provided ‘ : : , : g-term 
plan and the cost thereof is 


employee who is insured Group 


formance with the result im certai 


Moore case.” In the usual retirement income bv th 


PS No. 66, November 10, 1950 “TT. T. 3661, cited at footnote 5 
* TI. T. 3993, 1950-1 CB 75 Rev Rul. 54-51, 1954 Code 
Regs. 118, Sec. 39.165-1(a)(1) and (2) = Mim. 6020, 1946-1 CB 74 
* Regs. 118, Sec. 39.165-6(a)(3)(i) ‘PS No. 61 
* CCH Dec. 12,218, 45 BTA 1073 icq. 1943 1947-2 CB 90 
CB 17 


August 12, 1947. G. C 


188 March, 1954 @® TAXES —The Tax Magazine 





lives of his employees who designate their 


beneficiaries 


are deductible as ordinary and 


business 


necessary expenses, they are not 


taxable income to the the 


and 
includible in 


employees,” 


proceeds on death are not 


income.” If, 


however, group perma 


nent life insurance is used, that is, providing 
for increasing 


values of paid-up continued 


insurance or other benefits for 


empl yyees 


over and above current 


term insurance, the 
premiums paid by the employer are not ex 
cludable from gross income of the employees.” 


\ typical group permanent life insurance 


utract, inclusive of typical group endow 


ment insurance or group retirement 


income 


endowment insurance, under which the r 


serves are accumulated to secure retirement 
income tor employees or their beneficiaries 
in accordance with a plan meeting the re 
Section 165(a)(3), (4), (5) 
and (6), with premiums paid directly to the 


insurer without the 


quirements ot 


use of a trust, 1s not 
within the 


22(b)(2)(B) of the 


an “annuity contract” 


meaning 
Code." Ac 
a premium paid by 
as is applied to provide life 


ot Section 
| ly 


COTCINELY, aS 


much ot 
thre employer 


Mmsurance 


protection for an employee under 


a contract is required to be included in 


ployvee’s income for the year in which 


so applied. Also, if the employee dies before 
retirement mcone 


ved by 


is payable, amounts re 


is beneficiary which are attrib 


h 
utable to the 


reserve under the 


death, 


contract at 


time of less any 


consideration 
employe e. are 


included in the 


require d to he 


income of the beneficiary 


Therefore, because of the favorable tax 


treatment applicable to group life insurance, 


questions ¢ as to the permiussibility ot 


tine us¢ oO 


irance under 


, ’ , 
vees trusts Such use, in and « its¢ 


exempt 
lt 

it 

it affect adversely the qualification ol 

the plan and exempt status of the 


should be 


Irom al 


trust It 


observed, | distribu 


owever, that 


exempt trust are taxable in 


dance with the provisions ot 


section 


Che same applies to death benefits 


trust 


directly by the However, where 


benefit 


is payable under an in 


contract purchased by the trust, the 
Regs. 118, Sec. 39.22(a)-3 
22(b) (1) (A) 

Mim 1950-1 CB 16 

PS No. 65, November 10, 1950 

PS No. 63, June 6, 1950 

r] T. 3993, cited at 
* Rev. Rul. 54-52 
* Rev. Rul. No, 33 


286 


Code Sec 


6477 


footnote 26 
1954 Code No. 8 
Part 5 (q), 1953-1 CB 267 


2 & 


International Freighting 
oner 13-1 ws 


310 (CCA-2); I. ° 3357 


Corporation Ine 


1 COMMISSi * 9334, 135 F (2d) 


1940-1 CB 11 
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proceeds on death are exempt under Section 
22(b)(1)(A), except to the the 
reserve portion;” but the employee is taxa 
ble on the term cost of the 


extent ot 


Simi 
larly, since funds used to pay premiums on 
group lite 


insurance 
insurance used to 
purchase benefits for the participants under 
the trust, the portion of the 
provide life 
ticipants 1S 


contracts are 


funds used to 
insurance protection. tor pat 
includible in 


such participants." 


Yross 


income ol 


It is not unusual in profit-sharing plans 
which are 
plans” to 


trustee to 


denominated “employees’ 


permit employees to direct the 
invest the 


Savings 
amounts in their re 
spective accounts 1n certain 
as United States bonds, 
ployer corporation or the 
corporations 
If granted participants, 
right of affect 
the qualification of the plan. If 


securities, such 
stock of the em 
stock of specified 
listed on a designated 
alike to all 


designation does not 


exchange 
such 
adversely 
right 
is not granted to all participants and amounts 
to be distributed are measured by eat 
marked investments, the 


such 


interests of the 
participants are to be invested proportionately.” 


Contributions in Kind 


Employer contributions to exempt trusts 
cash, but not 
a contribution in 


usually are made 


nire 
quently is made If 
value of the 
to the rep 
contribution lo 


market 


kind 
so, the fair market 
at the time of the 


resents the 


property 


transtel trust 


amount of the 


the extent that the fan 


value ex 


ceeds the cost or othe a taxable gain 


\ loss, how 


basis, 
is realized by the employer 


ever, is not deductibl 


Promissory notes issued by 
owned by the 


others and 


employer may constitute a 


contribution in kind to the extent of the fat 


market 


value of such 


notes at the time ot 


contribution An employer's own promis 
howevet 
evidence of his 


does not <« 


sory note, merely constitutes 


written promise to pay but 
deductible 


until actually paid.” 


Unlike Code which 


permit deductions for expenses “paid or in 


onstitute a contribu 


tion 


other sections of the 


" Code Sec. 24(b)(1)(D) 
“Logan Engineering 
16,986, 12 TC 860, taxpayer's appeal dismissed 
(CA-7), October 4, 1949; Freer Motor Transfer 
Company, CCH Dec 17,005(M), 8 TROM 507; 
Slaymaker Lock Company, CCH Dec. 19.187 
18 TC 1001; Mary Sachs, CCH Dee. 19,157(M). 
11 TCM 882 (The latter two cases reversed 
on appeal (CA-3, Nos. 11113 and 11056), No 
vember 17, 1953, but previous Tax Court posi 

tion being adhered to.) 


Company, CCH Dee 
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(a)), of ite! 1 cash basis The Supreme Cour 


crued” (Sections 23 (b) the issuance ot promissory notes, 


m 23 (p) allows a secured by collateral, did not transtorm 


applicable limits and promise into payment 


s therein set fortl The contention that the promissory notes 


Te 1” 


paid Paragrap! of a solvent debtor are tantamount to pay 
change the ment also is questionable as to whether it 
e accrual basis, constitutes a completed transaction \ 


taxpayer makes a payment with holder in due course may enforce payment 


on ti 


ose ot the taxable vear as avainst the maker of a note, but the 


payment is on account payee may not be a holder in due course, 
is “deemed to hi especially where there is a question whethet 
made a payment on t day P consideration passed. It should be observed 


of accrual.” is, tl quirement that many trust indentures provide that 


‘payment’ 1 an , but under the payments on the part of the emplover are 


circumstance et forth, “ps ent” is deemed purely voluntary and that neither the estab 


‘ 


o have been made on e last day of the lishment of the plan nor the effectuation of the 


axable year Except tor the 60-day leeway trust shall create rights against the em 
heable circumstances, in effect plover for continued contributions or other 


Section uuts all taxpavers on the VISE [The End] 


ECONOMIC REPORT OPTIMISTICALLY CONSIDERED 


bevond the next fev expand their purchases. Business has 


mnder the app 


a number of tunda { be constantly alert to potential 
rations which n | ifts im consumer needs and buying 


i ry in order to anticipate an 


1 
d 


meet them by developing Improve 


or new products and services at prices 


the consumer can and will p: 


‘Private debt in this 


indergone growth 


an economy postwar period—more rapid than 
dominated ’ ‘ ants and con would be likely in a period of price 


petitive mark ye need to stability—but it is well to keep in 


| " 
eorent ou LTO FECORMIZE nund that it was not at an unduly 


at markets go ‘ well as up high level at the 
National wealth, in 


as im urrent prices, 


mipetitive, i enterpris¢ 


e rely primarily upon thi 
market forces im adjust- more than debt ovet 
conditions of demane | 


1 
} 
t 


WS IS In contrast 

vhen the substantial increase 

Vale debt was. barely matched 
yrowth in wealth. At present, private 
financial positions—business and con 


sumer—while much less liquid than 


4 living 


at the end of World War Il, are 


run growth m the economy 


nevertheless relatively favorable Hl 
stem increasingly trom. private 


comparison with the prewar period.” 
Wilham Mac‘ Martin, chairman, 


the period ahead as Government Board of Governors of the Federa 


msumers purchase di 


e nation s sutput 


requirements are reduced, private Reserve System, in a statement be 
consumption should increase Chere fre the Joint Committee 

tore, future growth of private demand Economic Report considering 1 
depends largely on the willingness dent’s Economic Report, 


? 


and ability of consumers steadily to 3, 1954 


® Helvering v. Julian Price, 40-1 vustc { 9336 
309 U. S. 409, rev'g 39-2 ustc © 9677, 106 F. (2d) 
336 (CCA-4) 
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Some Problems 
Under the New Section 24(c 


By E. GRADY PAUL, Jr., Attorney, Richmond, Virginia 


is directed to a review of 


a. ARTICLI 
the statutory disallowance ot deductions 
lor accrued 


where the 


but unpaid salaries and interest 


payvol and the payee are persons 


so related as to within the 


Section 24 (b) and (c) of the Code 


COME scope ot 


Section 24 (c) obviously was enacted to 
cover those situations where, mm the absence 
ot some 
could 
vears tor the 


bility to. the 


such provision, related 


taxpayers 
different 


deduction by one, and 


select, to advantage, 


then 
taxa 


other, of the same item of 


compe nsation or interest 


Section 24 (c) provides, in effect, for the 


disallowance of items of interest and com 


pensation, ¢ laime d as 


deductions, if all of 
the conditions set forth are present, The 


burden of proof is 


surprise here is that the 
on the Commissionet H« 
at the 


© and One 


must show (1) 


item involved was not paid within 


t 


half months after the close ot 


the payor’s taxable vear; (2) that the item 


was not, unless paid, includable in the 


pavee’s income for the year in which, or witl 


which, the ends, due to 


vear of the payor! 
the pavee’s method of accounting; (3) that 
includable in the 
income within two and one-half months afte 


the close of the 


the item was not payee’s 
and (4) that 


persons be 
disallo \« d 


payor’s year; 
and the 
whom 
under Section 24 (b) 

W here 


for salary or 


the pave payor are 


would be 


" 
losses 


tween 


‘lisallowance of such a deduction 
interest has been raised by the 
Commissioner, the 


taxpayer has usually 


countered with one of two arguments 


Kay, Inc 
(1949) 


CCH Dec. 17,238(M), 8 TCM 911 


Section 24(c) 


The Author Posts This Warning: 
Section 24(c) Is a 


Dangerous Trap for the Unwary 


First, payment was made by within 


him 
halt months 
close of his vear, either by his note 


or constructively; o1 


the prescel ibe d 
atter the 


two and = one 


Second, the though not 
ally paid, was includable in the 


item, even actu 


mcome ot 
the payee as being received 


is entitled 


constructively 
by him, and, there tore, the 


to his deduction 


payol 


These defenses have raised two principal 
questions 101 


(1) What qualifies as 
the prescribed 
after the 


answel 


payment within 


half 


payor’s taxable year? 


two 


and one months 


close of the 


(2) Under what must a 
cash-basis pavee include in his income sums 


which he has not 


circumstances 


actually received ? 


It is clear 


himself 


that, if the 
within the 


payor can 
shelter of nonapplica 
bility of any of the four essential require 
ments of the section by 


bring 


showing his payment 
of the item, or its includability in the payee’s 
income, each within the required time, o1 
the absence of the specified degree of rela 


tionship, he is entitled to his deduction 


It should not he overlooked that a deduc 
this 


Payment in a late 


tion disallowed under 


section is lost 


forevet 


year will not 


entitle the payor to a deduction either in the 


year of accrual or in the year of final pay 


ment, yet the payee must pay a tax thereon 


The typical situation arising under Sec 
tion 24 (c) is Where a corporation, controlled 
by the 


payee or some member of his family, 


? Regs. 118, Sec, 39.24 (c) (1) 





accrues aS an expense either salary or (1) to a controlling shareholder, and (2) to 
est due and unpaid, and the payee being on a payee who does not have such control 
the cash basis would report these items In the former situation, the sums are deemed 
for taxation until a later year to have been constructively received by the 

payee;® but not so in the latter.’ This prin 
Constructive Receipt ciple of present availability is further illus 
trated by the inapplicability of the doctrine 
where sums due in one year cannot be de 
termined in amount until after the close ot 
that vear, or where funds are not availabl 


to make the payment due 
Constructive receipt is a mandatory rule 
ommissioner. there of law” and is available to a taxpayer as 
) nHission ” eT J 


vell as to the Commissioner,” but its effects 


such a rule im tl 
re lj ted by her paver has 
conditions for tl are limited by estoppel where a taxpayer ha 


( 


4) ‘ ) rT 1 } > 1 
tructive receipt ; followed one 1 ac tice and he seeks deviation 
, therefrom for his benefit ( Fe 
ve 


poses, constructive receipt Can 
as being merely the reverse o 


payment.) 


Payment as a Defense 


mstitute receipt 
must be credited o1 apart to th Constructive payment.— The payor 
vithout substantial ) ) several cases, has claimed that constructive 
the time or mann f pay payment within the specified statutory time 
upon whi payment of two and one-half months after the close 
must available to hin of his year was the payment required 
time Statute his contention 
wil 
requirement 
met only by some torm of actual an 
payment of the item, as opposed to the 


of constructive, or theoretical payment 


Payment other than in cash. 
payment, required by the Lake c 


Hielvering v. Horst, 40-2 ustc © 9787, 311 U. S ‘Old Colony Trust Company, Adm’! 
112 Admittedly not all economic gain of the Dec. 6841, 22 BTA 1062 (1931) 
taxpayer is income From the beginning the Ross v. Commissioner, 48-2 ustc © 9341, 169 
revenue laws have been interpreted as defining *. (2d) 483 (CCA-1) 
realization’ of income as the taxable event Raleigh v. lt S | { 1217, 5 F. Supp 
rather than the acquisition of the right to 622 (Ct. Cls., 1934) 
receive it And ‘realization’ is not deemed to Case cited at preceding footnote 
occur until the income is paid But the deci CCH Dec. 14.118, 4 TC 1 (1944), aff'd 45-1 
sions and regulations have consistently recog ustc © 9267, 148 F. (2d) 898 (CCA-5), cert. den 
nized that receipt in cash or property is not 326 U. S. 732. In affirming, the appellate court 
the only characteristic of realization of income noted The taxpayer contends that while 
to a taxpayer on the cash receipts basis. Where there was not an actual payment in cash of 
the taxpayer does not receive payment of income the accrued interest, nevertheless there was a 
in money or property realization may occur constructive payment by taxpayer, or a con- 
when the last step is taken by which he obtains structive receipt by Lake of the interest due 
the fruition of the economic gain which has within the prescribed period. For taxpayer to 
already accrued to him : come within the iegislative grace granted by 
* Regs. 118, Sec. 39.42-2 Congress and to claim and secure the deduction 
Harbor Plywood Corporation, CCH Dee it must bring its case within the terms of the 
17,464, 14 TC 158 (1950), aff'd 51-1 uste { 9222 statute as written 
87 F. (2d) 734 (CA-9) Where, as here, the definite word ‘paid’ is 
*I. T. 2277, V-1 CB 206; John I. Chipley, used in the statute, we are not permitted by 
CCH Dec. 7518, 25 BTA 1103 (1932); A. R. R the theory of fiction to give to that word an 
366. 4 CB 100; Albert J, Sullivan, CCH Dec indefinite meaning as taxpayer would have us 
5335 16 BTA 1347 (1929) Commissioner 1 do by ingrafting on the statute the word ‘con 
Arnold, 45-1 ste £ 9158, 147 F. (2d) 23 (CCA-1) structively ’ "' See, also, Granberg Equip- 
' Eckhard v. Commissioner, 50-1 ustc {% 9307. ment Company, Inc., CCH Dec. 16,646, 11 TC 
182 F. (2d) 547 (CA-10) 704 (1948): W. G. Cutler, CCH Dec. 18,203(M) 
* Robert K. Wehner, CCH Dec. 6525. 21 TA 10 TCM 268 (1951): and L. R. McKee, CCH Dex 
614 (1931) 19,028, 18 TC 512 (1952) 
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decisions following need not 
man T1lub 
the Sixth 


inoperative 


its principle, 
cash. In Musse 
Brake ( ompany v. Commussioner,"* 
held the 
sums due 


necessarily be in 


Circuit 


Statute where 


shareholders for interest and roy 


alties were accrued on its books by the 


pavor corporation at the 


demand notes 


and 


payees for the 


end of its year 
issued to the 
Although this decision was a 

the latter 


court refused to tollow the decision on the 


so due 


sums 


reversal of a Tax Court holding.” 


grounds of error in the circuit court’s de 


ion.” However, the Tax Court late 


1 its position and reached agreement 
with the Sixth Circuit.” This 


avs between the 


Verse 
caused a 
Commis 
and the Tax Court as shown by the 


sioner 

Commiussioner’s nmonacquiescence in the 

in footnote 17. The que 

rs to have been put to rest by Anthony 
er, inc. u. ¢ 

demand note 


stion 


mmussioner,” where pay 


was determined to 
payment as 1s required to prevent 


he statutory disallowance oft 


note has been held to be as effec 


How 


n-negotiable 


as a demand ote tor payment 


ever, the issue with respect to a me 


note does not 


appear to have 


been de ( ide d to date 


underlying tl decisions 


payment by note to be such pay 


contemplated by the 


as 1S 


section, 


seem to apply with greater force 


to the 
rt COOK other 


pavor discharges his debt 


the transtet1 


roperty statement in Sec 


ncoms 


1 rt, 
Te \ 
t 


* 9666 } : 

CCH Dec. 12,884-C, 1 TCM 81 
inthony P. Miller, Inc CCH 
729 (1946) 

tkron Welding & Spring 
Der 16,362, 10 TC 715 (1948) (Nonacq 
CB 5): Heatbath Corporation, CCH Dee 
14 TC 332 (1950) 1950-2 CB 5) 


ment December 11 


(1942) 
Dec, 15,377, 


- TC 


CCH 

1948-2 
17,510 
govern 

1950 


Company, 


(Nonacqg 
ippeal dismissed 

I £ 9388, 164 F 
333 U.S. 861 

ft Cork Corporation, 
16,494(M), 7 TCM 411 (1948), 
{ 9231, 173 F. (2d) 757 (CA-2) 

This has been the effect of several holdings 
despite the requirement of Sec. 24 (c) (2) stat- 
ing 

If by reason of the 
of the 


(2d) 268 (CCA-3), 
cert. den 
Vunde CCH Dec 


aff'd 49-1 uste 


method of 
whom the 


accounting 


person to payment is to be 


Section 24(c) 


W hat 


shown by 


follow it the 
subsequent 
audit ot the 


be greater or 


a situation. results 
value is 


cluding 


events, in 
returns involved, to 
less than the obligations dis 
such transfer? 


charged by However, these 


problems are outside the scope of this 


article.) 


Thus, it can be that for 
there 
sums due 


worth. 


seen payment 


must be an actual satisfaction of the 


either in money or in money’s 
While constructive payment will not 
sums duc 


satisfy the requirement that the 


must be negotiable note, 
property, within the 


limits, will be sufficient to prevent disallow 


paid, payment by 


or by goods and time 


ance of the deduction 


Constructive Receipt and Amended Statute 
The 


quires a cash-basis payee, under the proper 


doctrine of constructive receipt re 


circumstances, to include in income an item 


which he has not actually, physically re 


duced to his possession If, under the appl 
made rule, the items in 


includable in the 


cation of this judge 


question areé *$ income 


payee 
with whi h, 


ends, Section 


for the taxable vear in which, or 
the taxable year of the payor 
24 (c) (2) should not be 


there tore, the 


applicable, and 
should be entitled to his 


here 1s not 


payor! 
The 


actually 


deduction.” issue whether 


the payes included the items in 


should 


action of the 


whether he 
' Thus, the 


does not 


question in income, but 


have done so 


increase or decrease thie 


payee 
likelihood of 
ot his deduc tion 


in a payor’s defense 


success 


‘| echnu al ( h 


constructive 


anges Act ot 


Prior to the 
5 receipt, to be 


1953, a 
effective in preserving the 
had to take 

payee’s 


202 ot 


paves Ss 
payor’s deduc 
tion, 

of the 


section 


place prior to the close 
corresponding taxable year 
added Code 


24 (c) (1) (B) which provides that, 


this act Section 


in order 


made,"’ the sum is not 
for his year in which payor'’s year ends 

Thu in Davis B Thornton, CCH Dec 
14,324(M), 4 TCM 29 (1945), where salary 
not actually paid to a controlling shareholder 
within two and one-half months after the close 
of the payor’s fiscal year, but was constructively 
received by the vayee within his year in which 
the payor's fiscal year ended, the court, in allow 
ing the deduction, said such officer 
(payee), on the cash reported the entire 
imount in his income tax return for the cal 
endar year 1941 That was the year in 
which the taxable year of the corporation, tax 
payer, ended On these facts we hold 
that the deduction of this entire accrued salary 
was not prevented by Section 24 (c) (2) , 

21 Michael Flynn Manufacturing 
CCH Der 13,592, 3 TC 932 (1944) 
sioner’s appeal February 7 
(CCA-3) 


includable by the payee 


was 


oasis 


Company 
Commis 


dismissed 1945 
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} ' Y 
t+ the 


I pavo 
The author concludes that the mn Dee 


mie I 


addition of subsection (1)(B) to year ending 
Section 24(c) will have far-reaching sys va Y oon 
IE COME xed 


effects in modifying the 


is saved by 


operation of the statute by removing m is includable 


some of the previously required 
strict matching of deduction to 
payor with income to payee. 


ludable 


axabk 


simply 


available 


1954, after 1 ‘ ( 1 December 
31. 1953. resulting in includability } 
items in payee’s income for 1954 
ductibility t vor in 195, After an 


imendn on would 


eem, in effect, ) ti ake Case 


| } , Opriate \ 11 I 1 return 
Vhis result follo t< that con ' 


siness 


receipt < mstructive payment 


usually found together Now the payor 


collect approximately the same evidence 


mst 


ead of directing his argument to ; 
} | doubttul results 
constructive payment by him within two 


and one-half months after the close of his It is apparent, theretore, 


year, he will contend that the sums were rule requiring actual payment 
mcornme to the paves clue to constructive and one halt months after the 
receipt by him within the same time limit payor’s year, or includability in the income 


of tl ) it Si ‘ f the pavyor’s 
A comparison of th £ Gaction f the payee in the same year of the payor 


, dedu oO S Ss S odi ( 
. (1) (BY) and the 4 (c) leduction, has been sub tantially modified 
and that the prior close matching of «de 


show that the enactment of the 
former results in dual coverage of the de duction and income is no longer mandatory 
duction by st ons (1) (B) and (2) in The cases involving constructive receipt 
| } yee and the decided in siuations involving Section 24 
Salne ve; or repor< {c) give the appearance Of gomg a bit tul 
| 


her in finding such receipt t present 


is constructive receipt { l 


and one-half months than in other situations involving e same 
issue. Thus, despite the 5 al require 
ment ot! availability of the necessary cash 


taxable ve < I to make pavment, it has heen . wa 


Fincher Motors, Inc CCH Dec 11,669, 43 is whether the debtor has funds standing to 
STA 673 (1941) the credit of the taxpayer which the debtor is 
Pearl Whitson, CCH Dec. 14,057(M), 3 TCM ible to pay and which are available and subject 
746 (1944) rhe test of constructive receipt to the taxpayer’s demand.”’ (Italics supplied.) 
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to constructive rece 
year within which the 
ends, when such 1 
than two and one-half months 


close of payor’s year, a doubttul do 


Certainly advance planning based thereon 


should be strictly avoid [The End] 


‘Proper debt n ‘phat is beings 
seriously hampered y the present 
debt limit is now at the 
$275 billion ceiling and our operating 
cash balan low We need a cash 
balance ot i in order to 

ns are paid 
Expenditures 


$6 billion pel 


\ oO. thie 
the Wom 
security 
”) 1954 


n Company, CCH Dec gold Corporation, CCH Der 15,422(M), 5 TCM 
Lectrolite Corporation R55 (1947) Pivaronas Brothers Bakery Ine 


rCM 437 (1945) Ring CCH Det 16,552(M), 7 TCM 


Section 24(c) 





Books 


Facts and Law 
Hlow to Prepare a ¢ 

| Biskind 
Avenue 


Ana pag 


Trial 
Inc 


New ¥ 


18 for 
Hall, 
11, 


Elliott 
Fifth 
1954 


) 
Prentice 


Yor) 


70 


irk 


‘ 
Vey 


facts and 


author 


interview 


form the 
ugh the first 
cle nt, 


vw narrative 
thre 


with th grieved 


interviews with 


itnesses and interviews, 


subsequent in 


terpolating here and there anecdotes trom 


his personal experience ot either « 


ases won 


Cases lost bec: ot 


SOC > 
the lawyer 
never to cite 
that | 
subject the 
his 


mpugning 


In dealing with 
the in 
with anecdotes, 


the skill oO! 


this author continues 


on ot advice 
them head 


and digest riters 


he question ot whether 
“neither all black 


author a not a 


to use trial coun 


all 


confirmed 


sel ts 
the 


rigid 


not! white” says 
am 
in the omnipotence 
do I feel that a 
applies himself, cannot do as 
job with that 
office, as can the specialist 
you not a 


longer to 


and 


be lie ver 


or spe 


cialists; nor 


hie 


creditable a 


competent 
lawyer, i 


almost any cas¢ 


comes nto his 
Certainly, i 


take 


are tax lawyer, it 


will re 


pare a tax 
has all the 


knows immedi 


Cast 


] 
a lawver wh deci 


’ 
ger tips and 
he 


mastered the 


ately what tacts needs to develop. Once 


you have 
take 


law, however, it will 


you no longer t and 
the 


case, Vou 


prepare, no longer 
than it 


prepare 


would 
the 


tax law 
m 
the case 


March, 


can, 


interest 
to the Tax Man 


“Once you have mastered 


eee 
to 


the [tax] law 


yes— tis 4 consummation 


devoutly be wished. 


ihe autho outline 


the law; they 
althoug! 


Mason to 


| 
loses a 


charts for the fi and are 


undoubtedly useful and necessary, 
Perry 


but then Perry nevet 


me could hardly 


expect a 


we ordinary lawvers do 


Tax and Business Practice Manual 


Retailers Manua 
Institute of Distribution, Inc., 25 
$3rd Street, New York New 
Twelfth edition, 1954 340 pages $10 
twelith 
of 


of Taxes and Regulations 
West 
36, York 
the 
compendium 


edition this 
and | laws 


retailers It is 


This is handy 


ot 
and 

pub 

inch 


taxes 


state cal 
ordinances 


lishe d 


affecting 
in loose-leat 
ll-inch three-ring 
the 
cCxX¢ 


an & 


The 


sales, 


form by 


binder given 
coverage charts 


tional 


ith are 


lor 


occupa 


and ise taxes city, state and 


federal governments; 


chain-store taxes; and 


federal and state p! 

Other the manual such 
subjects of interest to retailers as labor and 
pay 


business 


operty and income taxes 


charts u 


covel 


roll laws, wage and hour regulations, state 


and 


Oct upational restrictions, and 


federal and state trade practice regulations 


Legal Aid 


The Legal Aid 
1876-1951 
Society, Eleven 


New York. 1954 
Chis 


establishment 


New York City, 


its fitth anniversary 
100 or 


Soctety, 
Harrison Tweed 


Park Place, 


122 pages 


New York City 
The Legal Aid 
New York 7 


booklet is a short history 
The Legal Aid 
written on the occasion of 
This 
legal 
izations in this country, but it was the 


ot the 


ol society in 


seventy society 


is only one of more aid organ 


first 


and is the largest and one the best 


ot 
ministered. 
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practically the entire finan 
legal aid 


mimunity 


agencies comes 
New 
that its 
sition has been secured by active 


solicitation of contributions and by 


ocal ec chests, but in 


the situation is unique in 


financial p 


numerous 


bequests and le acies 


Nowhere else, except 

By nm, has the bat played the 

impor inancing that it has in 
ry ot this organization 

IS Important 

national viewpoint as well as from the | 


New York viewpoint 


Personnel Policies 


Successful Labor Relations for Small Busi 


Black and J. George 
Piccoli. McGraw-Hill Book Company, Inc., 
330 West 42d Street. New York 36, New 
York 1953 $25 pages $6 

We mu tell tl | 


he reader at the « 
has nothing to do 
review is included here 


NESS James Menzies 


with taxes 


be cause in small 


mmpanies—particularly those that are just 


Starting the accountant and the 


upon tor 


lawver are 
establishing all 
sorts of policies, even those 

with personnel \ 


ganized 


called advice in 


having to do 
business recently or- 
must hire 
agement must live 


And, 


must pay 


Having hired, the man 


with the employees—and 
hired, the man 


and sometimes fire. 


vice versa. having 
agement 
In the 


even the 


competitive labor market of today 
small organization 


work package to offer the 


must have a 
prospective em 
oa 


plovec This calls for the 


formulation of 
} 


policy that compares favorably 
and 


with that of 
This 


Were 


older companies book is 


by two men who 


connected 
Assoc late d 


thy) 


IS Capacity 


Industries of Cleve 
they helped 


businesses 


form 
Phere 
experience It tells 


about vacation pay, 


pt licies for small 
they write tro 


what has 


been done 


call In pay, msurance, leaves ot absence, 


sickness, 


severance pay 
items of the work 


and other 


which the 
small businessman must make his own policies 


many 
package in 


Economic Policy 


Economic Report of the President. United 


rnment Printing Office, Wash- 
cC 1954 5 


225 pages. 65¢ 


basic book It 


relative to the 


some of the 


sets out the 
economy, out 
major problems the Ad- 


taces and how it 


broad pol \ 
lining 
ministration proposes to 


1 1 
soive Them 


Books 


Here’s what the about 


through the 


report has to say 


increasing economic. stability 


revenue system 


“The Federal now pos 


sesses large ‘built-in’ potentialities for mod 
erating economi 


revenue system 


fluctuations, as a result ot 
taxation of in 
sensitivity ot 


its heavy reliance on the 


comes, the keen 


incomes to 
business conditions, and the pay-as-you-go 
methods of personal income tax 


It is desirable 


rise and 


payment. 
that Federal revenues should 
promptly with changes in 
conditions Additional should 
toward a basis 


le ( line 
economic steps 
be taken to move current 


ot payment ot 


“The potential 


system to economi 


corporate income taxes 


contribution of the tax 
stability could be enhanced 
by speeding up refunds of overpayments ot 
administrative 
cedures make this feasible Under 


taxes in all cases where pro 


current 
pay-as-you-go procedures, an individual tax 


lL to credit an overpayment 


payer 1s permitted 
tax of the 


against his income 
or to file 


payments are due 


following year 
a refund Most ove 
to withholdings of 


a claim for 


taxes 


on salaries and wages which prove to be 


EXCESSIVE of unanticipated changes 


in the 


Status, of oO 


bec aust 


taxpaye r’s 


employment or family 


unexpected declines in his 
business or investment income which make 


previous payments on account ot the dec 


high. 
Speeding the refund of overpayments could 
improve the 


laration of estimated taxes too 


economi indi 
vidual income tax during a business downturn, 


just as the 


impact of the 


prompt increase 


of estimated tax 


payments by taxpayers during a period ot 


rising incomes and economic activity now 


serves to restrain the expansion 


“Increasing the carry-back period of busi 


ness losses 


from one to two years, as 
recommended previously, would also make 


it more desirable 


to speed up refunds of 
overpaid business taxes in the interests of 
stability. At 


making 


economic 


present, a business 


may stop payments of estimated 


taxes due on net income of the preceding 


vear if a carry-back of its current year’s 


he lie ved to 


losses is 


liability 
enough to 


cancel the 
But if current 


entitle the 


losses are large 


business to a refund, it is re 


quired to wait for the 


refund until 


within 90 days after the 


some 


time filing of its 


perhaps six months 


after the end 
Clearly, a two-year 


back period would increase the 


return 


of the tax year carry 


amounts oft 


overpayments and of refunds Hence 


intra-year refunds of such overpayments 


would aid in stabilizing business operations.” 
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Digests and Comments 
from Other Periodicals 
- - « Staff Prepared 


Articles 


Decedents’ Tax Law Review 


“Taxation of Income of Decedents,"’ 
by George Craven. University of Penn- 


sylvania Law Review, December, 1953. In 


deduction for on under Section 


The author is a member of the Georgia, 


Florida, New York and Pennsylvania 
bars. 


In) ot 

ratee receiving the ICO 
on relates This provi 

1 percent 

includu 

1s decedent 

uncollected 

ite was found esta 


decedents by causit ome tax 


taxed in a decedent im this 


the Revenue ct iouble tax: as an 
Internal Revent ncome tax deductior ( / ‘ x other 


126, setting fort] me a 


income attrib- 


items ot 


decedet t’s 
acquire 
ent ind subseque 
individual, to 
vienth) recelve 
and credits 
ire allowed W 
e decedent's estate 
not able to discl 
which the deducti 
deduction or credit is 
lividual who acquires an intere 
decedent subject to sucl 


o pays the oblig: 1On he 
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and since 
ome under 
be deducted as 
Lhe s¢ decisions 


noth 
which 


to deny } igh 
ion for a distribution of 


made taxable under Section 126 (a) 


doubt about the ght to such 


removed 
gy amendment to th tatute 
have extended the 


126 far 


applic a 
he vond items whic h 


anv sens¢ 


accrue d 
de ath 


to have 
the time of his 
he decedent had in 
ot the most tar 
O’Daniel’s Estat. 
2d) 966 (CA-2, 1949) 
amounts 
estate or th 
pursuant to contract a 


| 


decedent's services 


he recipient under 


amount 1s paid to the 


ceased emplovee undet 
plan which qualifies 

the amount 
is taxable h ci } in the manner 


Articles 


and to extent would been 


have 
employee if he had 
} 


taxed as an annuity, the 


that it 
taxable the lived, 
and wh amount 
contribt the employee is deemed the 
conside If the total amount to which 

entitled 


paid 


a beneficiary 1S 


under a qualhed 


pension LF Is 


withit ne taxable 


veat beneficiary, the amount 1 
ceived u excess of tl emplovee’s 


tributions 1s 


For 1951 and 
(b) (1) (B) of the Code, 


taxable at capital 


subsequent 


tax amounts received 


tf an employer 


provi 
] Vid 


pavment of such 


amount 
an employee, 

t the employee, 
Sum ofr 


that the 


otherwise, with limita 


tion aggregate t the amounts 


excludable from gross 


mcomie of all the 


beneficiaries of the employee under all such 


contracts otf any one 
exceed $5,000 


employer may not 


The Bureau in G. ¢ 
160, ruled that 
the right to 


M. 27242 


where an 


1952-1 
employee had 
designate the beneficiary of 
a death benefit plan to whith all contribu 
tions are made by the employer, the 


payable on the 


amount 
employee's death is subject 
to estate tax in his estate as property owned 


by the decedent; as 


property which he 


transferred, reserving certain powers o1 
under the 


exercise of a general power of appointment 


Where it 


by an 


interests; or as property passing 


death 
beneficiary of a 


has found that 
employer to the 


payments 


cle Cé ased employee 


wholly voluntary, 


Court has held that the 
includible in the 
(Estate of Albert L. Salt, 17 TC 92 
(1951); Estate of John ( Vorrow, 19 TC 
1068 (1953).) Higgs’ I:state v. Commis 
stoner, 184 F. (2d) 427 (CA-3, 1950), held 
not includible in the estate of a 
section 


were 
the Tax payments 


are not decedent's 


gross 


estate 


deceased 
S11 (c) the 
annuity 
The 


recelve a 


employee under value 


Ol his wife’s SUrVIVOT unde an 


employer's pension 


plan decedent 


exercised an election to 


re duc ‘ d 


annuity after his that an 


annuity would be paid to his wife for life 


after his death 


retirement so 


that under the 


Section S11 (c) 


The court said 


1949 


relating to 
1949, 


amendment of 


rs made prior to October 8, 
made prior to that date was 

taxable to take effect a 

decedent had 


there w: 


a transtet 


death unle the 


ary interest 


and, since 


S1OMAI interest in the decedent 





ground. ‘The 
decide 
the decedent 


open the 


on that 


unnecessary to 


vas not taxable 
found it 
there had 


Phis 


question whether 


court 
whether 
been a transfer by 


and similar decisions leave 


such survivor annuity 


would be subject to where the 


October 


estate tax 
employee's election is 
7, 1949. The 
employee’ 
1949, to 


vide a 


made after 
Bureau ruled recently that an 
election 
take a 


survivor 


prior to October 8, 


reduced annuity and pro 


annuity for his does 


Wwite 


not constitute under Sec 


a taxable transfes 
tion 811 (c) (1) (B), but that 
election was alter 


survivor's 


where the 
that date, 


annuity 1s in 
cludible in the gross estate of the 


made on or 
the value of the 
deceased 
Section 811 (c) (3) of 
(Revenue Ruling 158, 1953 
Bulletin No 17, at 


under 
Section 811 (f) 


Internal Revenue 
18 (1953)) 


employee 
page 


The income tax law provides that a mem 


ber of a must 


partnership include in his 
hare of the 
ship net income for its taxable 


‘ nds 


income tax return his partner 


year which 
with his 


held that the 


taxable year 


within o1 taxable year It 


has been death of a partner 


during the does not terminate 
an accounting period for the surviving part 
ners and doe not 
thei 
the beginning of its 
of death 
(1946).) “The 


change in the 


require the inclusion in 


returns otf partnership 
fiscal year to the date 

Mary D. Walsh, 7 TC 205 
Bureau ruled recently that a 
membership of 
from the death or withdrawal of 
a partner does not in itself effect a termina 
tion of the that the re 
turns of a partnership should 
filed on the basis of the 
annual accounting period previously estab 
lished by the partnership (Revenue 


144, 1953 Internal 


at page 29 (1953)) 


W here 
after the 


MICO. trom 


(Sec 


a partnership 
resulting 


partnership and 


continuing 
continue to be 


Ruling 


Bulletin No. &, 


Revenue 


income earned by a_ partnership 


death of a partner is paid to 


the deceased partner’s estate or widow, the 


income and estate tax treatment of the 


income depends on used 


to 


whether it 1s 


purchase the deceased partner’s interest for 


the surviving partners or whether it is 


made pursuant to a 


contractual right of 


the estate or widow to 


participate in the 


partnership earnings atter decedent’s death 


as a partner, joint adventurer or otherwise, 
decedent's capital interest having been pur 


chased with other funds 


There is nothing in 


section 126 \ ich 


heht on the treatment of 


represente d by 


200 


throws any gain 


pavinents made after death 


March, 


1954 e@ 


on account of a sale for which the decedent 
lifetime It 


position of the 


contracted during his 
that the 
} 


the de cedent 


appears 
that if 
during his lifetime makes an 


contract to sell 


Bureau is 


executory his partnership 


interest or other 


property on his death o1 
other 
after the 
not taxable as 


decedent and the 


on some takes 


whi h 
de ath, the 


income in 


contingency 


place date of 


galn 1S 
respect of a 
legate 


estate or acquires 


a new 


basis for the dece 


dent’s death. On the 
completely 


property on the 
othe hand, vhere the 
sale is consummated by the 
his lifetime, the portion of 


the proceeds collected by the estate or lega 


decedent during 


tee representing gain to the decedent, if 


rot taxable to the decedent 


during his 


lifetime, would be held to constitute income 


or gain to the recipient, with an allowable 


deduction for the estate tax such 


paid on 


gam It is not clear what the Bureau's 


position would be in a Ce where the 


decedent during his lifetime entered into 


a binding contract to sell on a certain date 


or on the approval of title or the prepara 
the date falls 


after the date 


tion of the 
or the 
of death 


papers and where 


acts are performed 


Where a decedent during his lifetime has 
elected to report 
erty on the installment basis under 
$44 of the Code, the 


a transmission of 


gain on the sale ot op 
section 
decedent’s death effects 
realization of all unpaid 
installment resulting in the in 
decedent’s final return of all 
gain represented by The 
gain on such unpaid installment obligation 


is governed by the 


obligations, 
clusion in the 


such obligations 


provisions of the statute 
relating to installment obligations, and not 
by Section 126 (a), 


taxable on the decedent’s final return unless 


so that the gain will be 


the required bond is 


given However, if 
bond is given, the 
of the installment 
titled under Section 


ror the 


person receiving payment 


obligations may be en 


126 (c) to a deduction 


amount of tributabl 


estate tax a 


ttri 
to the gain represented in such obligations 


If at 
pensation tor 


least 80 per cent of the tot 
personal 


period ot 36 or 


services Ce 


more calendar mor 


received or accrued in one taxable vear 
an individual or partnership, Section 107 
of the Code 


ment 


provides favorable tax 
Because of the provisions 


tion 126 a) (3) that the 


right to receive 
an amount of income in respect of a dece 
dent shall have the 


hands of hie é oT 


same character in the 
legatee that it would 


have had in lan f the decedent, it 


seems clear thi vhetr the decedent during 
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his lifetime received 20 per cent or less of 
long-term compensation and the bal- 
ance is received by his estate or legatee in 


one taxable year, the 


such 


1 estate or legatee 1s 
entitled to the benefits of Section 107 (a). 
A question which the statute and regula- 
tions leave unanswered is whether the tax 
payable by the estate or legatee on receiv 

ing the compensation is limited by the tax 
which the would have 
the compensation if he had 

ratably the period during 
services were rendered or 
is limited by that 

so payable on the 


decedent paid on 
received it 
which the 
whether the tax 


would 


over 


which have been 
compensation by the 


estate or legatee 


Other attributable to decedents 


which has resulted in tax problems includes 


United States Treasury G 
decedent at the 
dividends 


INCOME 


Interest on 
Bonds accrued to a 
ot his death; 
death pavabl 


time 
prior to 
to stockholders of record on 
death; 
fiscal year 
of death of the 


tees’ 


de cl ired 


a date after income from a 


after the 
beneficiary; 


trust 
date 
trus- 


having a ending 


income 


COMMISSIONS 


earned by a_ decedent 


during his lifetime; renewal commissions 


whic h a de cease d 


insurance agent has ob 


tained a right to receive; arrearages. ol 


alimony; accounts receivable; and crops and 


raised livestock 


Many important problems involving tax 
ation ot attributable to 
past 1] 


courts 


Income decedents 
been decided in the 
the lower and appellat 


to be decided 


have Years by 


Many are 


Some of the more important ones would 
and the statute made to 
equitably if Section 126 

1 


ded to accomplish the following results 


be eliminated 


operate more were 


(1) Define 
respect ota decedent.” 


income and deductions “in 


(2) Provide 


decedent” 


income “in 


shall be 


} 
legates 


that no respect 
taxable to the 
unless there is 


to receive such income 


a credit, instead of a deduc 


estate tax on the income tax 
make it clear 


by the 


the alternative, 
payable 
taken into consideration 


value of such income fot 


mcome tax 


atee shall be 


estate 


ng at the 


ax purpose Ss 


amount in 


Make it cleat that any 
iT +} 


ri¢ a trie 


income of an estate under 


126 may be tak as a deduction 
162 | t uted cur 


rently to a beneficiary 


Articles 


(5) Provide that the death of a legatee 
does not require the inclusion in the lega- 
tee’s final return of the uncollected portion 
of the income and that such portion 
be taxed to the legatee’s estate o1 


shall 
benefi 
ciaries in the years in which received by them. 


The Unreasonable Accumulation 


“Section 102,’ by Elton TeKolste. Ac- 
counting Review, January, 1954. 


The author is an assistant professor at 
the University of Rochester. 


The Trico case, in which a manufacturing 
firm declaring more than 50 per cent of its 
earnings as dividends was penalized heavily 
by the application of Section 102, is the ex- 


ception rather than the rule 


The have taken the 
what is a reasonable 


courts attitude that 
retention of surplus is 
a question of fact to be determined in each 
case. This is a logical approach to a difficult 
problem; however, it automatically leads to 
a variety of interpretations by different courts 
and for this reason gives corporate officials 
little indication as to what might be con 
sidered in their particular 
“rule of thumb” which can 
be grasped by the officials 


reasonable case 


There is no easy 


As was pointed 
out in the California Motor Transport Com 
pany case, “Corporations and their problems 
are as divergent as personalities; and slight 


shades of differences may 


serve to tip the 
scales This means 
that the “reasonable needs of the business” 
referred to in the law cannot be determined 
with certainty by the corporate officials 


one 


way or another 


Loans to stockholders have been regarded 
with suspicion by Another cor 
porate act regarded with suspicion is the in 
vestment of funds in unrelated 


the courts 


businesses 


| 
The mere existence of a large 


balance has also tended to draw 
this represents a 
weakness in reasoning on the part of court 
officials, and, therefore, the individual cor 
poration could expect to do litth 


surplus 
suspicion 


To a considerable extent 


to correct 


it. Perhaps one 
would be 
plus 
would draw 
actually 


approach to a solution 


through a subdivision of the su 


into various reserve accounts whi 
a clearer line 
current capital and 


permanent capital 


betwee Ni 
that which i 


This should then torce 
the courts to analyze the 


what 1s 


correct portion ot 


the statement the asset Structure in order 


to determine what is reasonabk 


Pay 1 ; ’ } 
Bus ness expansion 1s another tactor 


msideration by the 


given 
court If the con 


201 





reasonably ré ated 


: & 
of accomplishment, the courts 


it aS a reason for accumulation 


ed not worry about Section 
are not trying to avoid sur 
kholders and their financial 
There 


‘ 


t exceedingly liquid 
ly 
stock 
positions ar¢ 


some firms which are hones 


not trying to avoid surtaxes for the 


holders but financial 


whose 
extremely liquid 


oft thi 


To assist in the protection 


type, reasonable care should be taken 


to indicate in the accounts and by 
definite 


working 


specihe 


actions that plans have been made 


to use the capital funds, 


ind excessive 


normal 


Liquidation Summary 


“The Liquidation of a Corporation,’’ by 
Harold Seiden. New York Certified Pub- 
lic Accountant, January, 1954. Copy- 
right, 1954, New York State Society 
of Certified Public Accountants; re- 
printed by permission. 


The author is a certified public account- 
ant and a member of the New York bar. 


dl not defined in the statutes 


Whether a c 


1S a question of tact 


ition 1 
regulations wrporation 


Lhere 


and it 


is in liquicdati 
must be an actual intent to liquidate, 


must be shown that a plan of liquidation 


existed though 1 


need not be formal It 


has been said that a corporation is in the 
process of complete liquidation if at the time 
distributions are made it is engaged in 
winding up its affairs by realizing upon its 
its debts and distributing any 


to its stockholders 


assets, paying 


remaiming balance 


W here only part ot the 


tributed or there ts 


assets are dis 
a series of distributions, 
the problem will arise whether the distribu 
tions are im liquidation so as to have capital 


gain treatment, Or whether they are dis 


tributions taxable as 


micaomne \ 


Initiation of any 


receipts of ordinary 


distribution made prior to the 


steps of liquidation will 


generally be considered to be an ordinary 


dividend 


The corporation should 


distribute ap 
preciated assets so that it has no gain but, 
on the other hand, sell depreciated assets so 
that the utilized by the cor 
utilized to offset 


yeal In addition, 


loss can be 
poration Loss can be 
profits ot the taxable 


losses incurred up to and during liquidation 


202 March, 


1954 @ 


prior taxable 


here liquidation is not unduly extende: 


\ successor business 


organization, be 
corporation, partnership or 


entitled to the S¢ 


individual, is né 


losses 


Unlike the formation of a corporation by 
individuals, 


to Section 


which may be tax free 
112(b)(5), 


recognized to the 


pursuant 
gain or loss is im 
mediately individual 
stockholder upon a liquidation with the one 
exception of the election 


112(b)(7) 


Where the 


rules apply 


pursuant to Sec 


tion 


stockholder is a corporation, 


I 
as to individuals, with 
the exception of a Section 112(b)(6) liquida 
tion Under the Code, 


time ot 


the same 


provisions otf the 


there 18 no gi ) at the 


liquidation it 


the owner ot < ! 80 per 
| 


stockholder was 
cent 
outstanding stock on the date of 

of the plan of liquidation, and betwee: 
date and the 
are certain 


the statute The 


date of distribution I} 


other requisites enumerated 
effect of the 


deter Lain OT loss to some 


Statute 1S 


future date 


Kach distributes 


traristet 


question that with partial 


ontrasted to con plete liquida 


arises 
liquidations, as « 


t whether the d 


ions. is istribution is essen 
xable dividend pursuant 
to Section 115(¢) Phe 


s to tax the 


rally equivalent toata 
etfect of the statute 


distribution as ordinary income 


contrast to capital gain 


T he 


ceived on distribution to a third party. In 


stockholders may sell the assets re 
these instances the contention may be 
that the assets were not sold by the 
holders but 


raised 
stock 
rather by the 


corporation, so 


latter. “‘A 


transterred tor tax 


that gain is realized by the sale 


by one person cannot be 
purposes into a sale by another by using the 
through 
there is a genuine 
tion and a finding that the sale 


latter as a conduit 


title.” 


which to pass 


But where liquida 
was actuall) 
made by the stockholder, the contention will 
iot prevail. The problem can only be re 


solved by the facts in each particular cas¢ 


Special returns are required where liquida 
tion occurs. Form 966 must be filed within 
30 days after adoption of the plan of liquida 
tion together with a certified 


plan or resolution. 


copy oft the 
Forms 1096 and 1099L 
must be filed prior to February 28 of the 
succeeding year. In 


event of a section 
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third mont! 
mplete liquidation 
mMmimissioner Can be 

' 


assessmetnit 


Carry-Backs for Liquidations 


“Arrowsmith Needs a Doctor: Sugges- 
tions for a Congressional Cure,”’ by 
Solomon Mandell and Al Shore. Catho- 
lic University of America Law Review, 
January, 1954. 


Mr. Mandell was formerly with the 
United States Treasury Department. Mr. 
Shore has been with the Bureau of In- 
ternal Revenue since 1937. 


On Ne vember 10. 


Supreme Court 


1952, the United States 
decided the ase ot Arrow 
smith 7 Comm mer Ihe 


1937, 


taxpayers, 1n 


liquidated and divided the proceeds 


Partial 
1938 and 


of a corporation which they owned 


distributions 1937, 


and a final disti 


Vere 


made in 
1939, ibution 


1940 a yavers reported the 


was made in 
prohts ob 
tained from this transaction as capital gain. 


In 1944, a judgement was rendered 
td 


against 


‘| axpayvers, aS trans 


judgment On their tax 
| ] 
‘ ! 


asa capital loss The 

the 1944 payment as 
liquidation transactiol 
hceation as a 


treatment 


Cal ital stock of 


of $500,000 


, 
Capit. vail 1 subsequent yeal 


must repay, reason or another (fo1 


example, 


musrepresentation, breac} 


ot warranty, »), $100,000 of the 


proceeds 


] 
Since he then 1} 


of the sale as 


Articles 


a capital loss of $100,000, he is in the un 


happy position of having no capital gains 


against which to take the deduction He 


is lost the tax on $100,000 


\ broader approach to the 


solution 


permit the carry-back, as well as the cart 


lorward, ot capital losses The period of 


de ( ice d 


A one-year capital loss carry 


the carry-back is, of 


course, to he 
by Cons 


back 
but it 


ress 


may not relieve all inequitable cases 
should do a lot of good 
teach us 
tending the 


more 


| x perrence 


will whether dictates ex 


equity 
period of the 


than one year 


carry-back for 


Conflict in Interpretation 


‘Phantom Income: Net Leases and the 
Clark Case,’ by Charles L. Kades. 
Syracuse Law Review, Fall, 1953. 


The author is a member of the New 
York bar. 


\ little 


or an 


noticed but 
interpretive 
sioner ot 


important 
ruling of the 


example 
(Commis 


Internal Revenue 


is Commission 
er’s Mimeograph 6779 issued on March 12, 
1952 (1952-1 CB 8), 


mimeograph 


and by a modifying 
effective tor taxable 
January 1, 1952 (I R-Mim 

Without the force 


Treasury 


made 
years beginning 

51, 1952-2 CB 65) 
nity ot 


or dig 
either a Regulation ot 
that 
reluctance to 
a well-settled administrative 
tice approved by the 
United States 


a Commissioner’s nonacquiescence, 


mimeograph exhibits a tardy 


abide by prac 


Supreme Court of the 
Unless again modified o1 
mimeograph is likely to breed 
litigation in the 


revoked, the 


various judicial forums 
open t 


| to taxpavers with possibly conflicting 
ons and a resulting lack of uniformity 
administration and unpred 


hietability 
of ultimate tax liability. 


il tax 


Mimeograph 6779 begins by 
ing Section 22 (a) of the 


Code 


paraphiras 


Internal Revenue 


which generally defines “gross in 


and then recites the provision in the 


income tax regulations that taxes paid by 


a land] rd tor busines 
| 


ana ¢ 


a tenant to or tor 
property are additional 
a deductible 


mcomme to the 


rent onstitute 


item to the tenant and taxable 
landlord Phe mimeograph 


then declares 
‘Under a contract providing for payment 

to the lessor of a stipulated 

Federal 

is deemed to have 


not only the 
tion 


rental and any 


income thereon, the 


taxes lessor 


received as rental income 
stipulated rental, but in addi 
thereto all Federal 


income taxes paid 


203 





Mr. Kades’ thesis: 
Modify or revoke Mimeograph 6779. 


oO, oF the 


or 


he Bureau oncern 


+} 


used 
determining the ext 
| thre les or 


so lol 
amount 


i¢ mechanics the re- 
spective pz 
of the |e 
includes in 
Federal 


lessee 


irtics mn 


liability 


Sscec s K das 


income the total 


yross 


ot income taxes by the 


paid 


effective date ot the mimeo 


provided for a specified 


$100,000 


ast 


annual rent ot plus thie lessor’s 


lessor 
) 


taxable 
flat corporate tax 
considered to be 
? OOO, or the sum 


mcome tax, the 
(asst 
pet 


mMmconie 


IMNCOTHE 
ming a 
the rental 


cent) was 


tax of $ 


plus the 
52,000, on 
of $79,040. Becau 
the 
total 
mcome taxes paid by the lessee, 
will be 
ny the paid 
deducted) 
the 
a t tax lessee has paid 
ad In the 


of lessors undet lease S of this type, 


he 


the 


of $1 which t lessee 


paid 
of 


s¢ mimecograpii s 


that lessor must include in 


the 


requirement 
or federal 
the 


computed 


yross mcore amount 
lessor’s 
incor hereatter ré 
(and presumably 
to be 
thereby 
the 


computing 


amount 
by the 
le ssor’s 


the 


qui 


lessee included in 


income, pyramiding 


ax on which 


infinitum income tax 
to deter 
mine the tax requires generally the applica 
of formula or ot 


the 


algebraic 
In 
, the lessor’s income, 
tax, computed logically 
would amount to $208,000 
the 
the 


tion either an 


principles of calculus illustrative 


case above, for example 


including income 
and alge brat ally 
the 


amount ol 


tax In 
ot 


Internal 


lessee would | 
$108,000 if 


adhered 


and ay a 


the terms 


10 by the 


mimeograpl are 


Revenue Service 


railroad reorganization, a 


ot 


In a recent 
debtor's t 


W hic h, 


hability about $4 millon 
the be 
by third parties, in a taxable year prior to 
1952, to 
became metamorphosed 
liability of $8,750,000 


he ld appli able 


aX 


because taxes were to paid 


would have been increased more 


than $6 million, 


into a potential tax 


if Mimeograph 6779 wer: 


When 
ot 


the 
net 


be 


speci 


surtaxes are involved, 


as in 
taxpayers having 
the ould 
For example, assuming a 
of $50,000 plus the 
other 


climb 


case individual 


lease arrangements, results « 


ludicrous 
lessor’s 


fied annual rent 


income tax, and no income, 


lessor’s income would to 
with a tax to be paid by the lessee totalling 
the sum of $283,950; 


landlord should 
204 


and if an individual 


have a rental income of 


March, 


$1 


soar 


million, | taxable 
to 


be required to pay 


irced 


ay 


is net 


mcome 


$12,208,950 and |} tenant 


$7,333,333 


Thus, Wy ¢ its 


according to 


Mimeogt 


nite 


the lreasury in 


6779 a me 


vdern p! ile 


ancient alchemy 


COTM Pose d 


ilosophers 


be 


gredient of the 


wealth c: 


Dl 
pl 


yuld 


new 


In 


sequences 


creates 


an arly 
(commissioner ; 
lax Appeals i 
the 


ne 


financial 
benefit of lax saver f iT 1 
additiona 


saved 


ure of 
ome t, a penny 
is Orwr 

ester Railroad Ci mpany, 2 BTA 215, n 
IV-2 ( pplied).) The ne 
before the Federal District Court in Massa 
chusetts, the ¢ 
same lessor, 


the 
that the total 
ARTCC d 


by to be over 200 
per the declared that 
“the Commissioner's practice is to 
the tax assessed on the | r’s 

(U. S. v. Norwicl Ito 
16 F. (2d) 944 


B 6 (italics sup] Xt Ves 
in the « 
in replying to the 
the 


compute d 


OMMSsionel ase ot 


argument 


| ' 
hich 


amount 
could 


calculus) 


ot 
be 


could 


tax (Ww 
counsel only 
resort 
cent ol 


entire income, 


consider 
as Income on 
original return.” 

Railroad ( 


(italics supplied).) 


Phe Mimeograpl 
that the amount deducted by tenant by 
of mcome 


landlord 


kk SSOT, 


cestey 


mipany, 


assumption of 6779, 
Vay 
tax 


on behalt 


he 
basis in logical sym 
the 


cle pat ts 


payments 


nust mcome 


perlorce 
may have 


But it 


SOME 


metry is hardly income in 


“natural 


and it certainly 


the historic: cr 
Although 

mcasuring 

stick, ( 


SCTIS¢ 


trom taxable mcome 


lend 


deduction 


ncept of 


logic might an ear to 
vard 


as Mr 
“Upon this 


income with a 


ongress has been and, 


mute 


Justice Holmes once remarked 


point a page of history worth a volume 
of logic.” (New York Trust Company v. Ets 
ner, 256 U. S. 345.) Judge 
echo that “a 


ot 


1s 


Opper’s recent 
or at least 


be helpful 


page a paragraph 


history 
(Wil 


106) could serve 


Way as all explana 
Hlelburn, Inc., 20 T¢ No 
the Internal Revenue Serv 
good stead if the 
to revoke Mimeograph 6779 in the 
interest of a predictabl 
administration 


tion ard 


ice in Commissioner should 


ce ( idle 
and temperate 
but 


equally 


tax 


less direct perhaps 


more face-saving and effective 


the 


1952 adminis 


“clarifying” 
pre 


ruling 
the 


sanctified 


would be a new 


mimeograph so that 


trative policy, by age and con- 


in the 
court reports, would be restore din practice. 


1954 


stant repetition and long enshrined 
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Deductibility of Expenses in 
Prosecution of Combines Case... 
No Depletion Deduction 

from Nonresident Income 


Canadian Tax Letter 


Nonresidents Taxed 
on Depletion Deduction 


The income of nonresidents is taxed 
under special provisions and ‘‘deple- 
tion’’ payments should be taxed as any 
other distribution of income. 


The income of a trust is derived from oil 


valties Some ot the beneficiaries are 
In making out its 
1951, the trust deducted 


respect of depletion from its 


nonresidents of Canada 
return tor the vear 
an amount im 
ncome. Then the trust apportioned the bal 
ance of its mcorme between tl resident 
nd nonresident beneficiaries 
ribution to the nonresidents, 


cent Was balance 


leducted from 
crediting the 


ot the 


beneficiaries with thei 


depletion deduction 
should be 


to the 


applied to the entire 
Nonresident 
special 


shall be 


thei 


nonresidents 


taxed under a provision 


provides that there 


wl 


no deduc 
Also, 
of depletion, although popu 


itsoever trom mcome 


ie deduction 
rly called a return of capital, 1s 
law as i special 
Trust Company Limited, 
Trust, z 


54 DTC 33 


treated by 
the deductior Vationa 
Trustee of the Sam 
Gorman I: state Vinister of Nationa 


Pca 
Rei Cnue, 


Combinations 
in Restraint of Trade 


Expenses of defending in a restraint- 
of-trade action are deductible. 


1950 and 
settled by a decision of the 


Supreme Court in 


and defenders in a 


lwo dental supply firms 


This income tax case began in 


has just been 


Canadian favor ot the 


taxpayers restraimt-ot 


trade prosecution 


were charged with combining in restraint of 


trade, and they successtully defended them 


Canadian Tax Letter 


selves this deducted the 


and 


mcomie, 


ictiol \ 
cost oO } letense as expense wholly 


necessarily expended in’ earning 
Che deduction was disallowed and the tax 
thei 


Court. This Court's ar 


payers carried case to the Supreme 


swer seems to be t 


half one, for the decision rules only on the 


deductibility of such expenses where the 


taxpavers successfully defended the 


brought 


action 


against them, leaving unanswered the 


question of what would be the result if the re 


straint-of-trade action had gone against them 


New Form May Disclose 
Additional Taxpayers 


New returns and informational returns 
are available for earnings of more than 


$250. 


Employers are now required to 
the form “I 


report on 
+ Supplementary” the amount 
of remuneration paid all persons who earned 
than $250, trom which the 
deducted. Previously this 
required only for 


of $750 


more tax was not 


intormation Was 


persons Carning nm excess 


Profit from the Sale 
of Subdivided Lots Is Taxable 


Profits from a venture in the nature of 
trade are not accretion of capital. 


An electrical 


‘Toronto 


inspector in the City of 
bought vacant land which, through 
his efforts and those of others, 


Was ZOE dl 


for residences Later he 


sold the property, 
realizing a profit which he contended should 
be considered an accretion of capital and 


not income 
Held: 

ation under The 

Whitehead v 

544 DTC 30 


profits 
1948 Income 
Vintster of 


subject to tax 
‘I ax Act.’ 
National Revenue, 
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From 
the Reader 


Acq. and Non-aca. 


A Plan to Average Income and 
Eliminate Income Tax Inequities 


that two 


money 


such 


ip 1s 


same amount ot 


rd of have 


time may 
different 


wouldn't be 


amounts ot 
so disturbing 
at the fellow 


whom we 


isk of the 
weather; the 
the ups 
col ditions; the 
baseball star, the 


few good years surrounded 


must gamble on 
onomn 
actress 
barren years; anyone with 
example ot 


all of these 


mcome a good 
man) 
uy who plays 


rtota steady 


He does 
Finally, 
product clicks. In 
earns $210,000, Of this, he 
$170,000 in income 


t make a dollar in all this pet 


in the seventh year his 
that vear he has 
lea 


$40,000 tor the seven-year 


to fork overt taxes, 


ing him with 


March, 


1954 °@ 


e case of John VW) Ex 


made the same $210,000 


same seven-veat but | 


period, 
of $30,000 a veat 
$103,000 for 


( 
salary 
$14,700 a 
That leaves him with $107,000 
ars, whe reas our 


$40,000 


made it by a 


tax 1S year, of 


seven years 


for the seven ve 


propriet 


friend was left with only 


In other words, the proprietor—by vei 


risking—has $67 OOO 


eight-ball 


who has plaved it sate 


and 
be hind the 


turing come oft 


compared witl the 


executive and relied 


ona steady income trom vear to vear 


Obviously, there is somethir 


here li 


favorites, it 


rected there are to 
should be the 

risk-taker, the « 
should get the 
person who is playing it safe. At the ver 
should be 


spunk 


spirited, the 


vie 
VO 


accolade, an¢ 


least, no penalty imposed on tl 


individual wit! 


rama 
clin 


carry-bacl 


Section | 
The 


is that 


trouble witl 


only losses are averaged 


income. Low 


mcome 18 not averaged 


high income 


\n honest-to-goodness aver: 


5 ’ 
come, Ye that a particulat vears 
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come, immedia In theory 


iat should do practice, there 
are all sorts o tr 


a 
lo begin 
averaging t the income of ar 
1 


le averaging 
many types of! 


fiort 
Pures 


ome tor 
number then 
ghttul 


However, it becomes distasteful w 


paving 


lel 
income deli when it reduces 


works the other way around 


For 


was $10 and this year’s income 


mcome 
We 


don’t mind paying this year on $4 but we 


example, supp ast year’s 


IS $4 


balk at paying on $7, which is the 


/ 


averare 


Wo ars lo make even worse, 


if we had no income this ve surely 


would be 


ar, we 
unhappy having to pay a tax ot 


$5 income, whicl woul ! the averave tor 


requires -~ 3 
each vear in the 
| eadac he s 


oduces 


rate tables become neces 


Sary \ 
brings on 
tax \ 


CONE 


change in tax rates along the road 


complications in computing the 


change in mcome brackets or 11 
groupings 1s short of impossible be 
resulting 


Yet to 


hardly 


cause the computation becomes 


impossible 1reeze income brackets 


torever 1S consonant with our dyna 


mic, changing social and economre picture 


Furthermore, in that type of averagin 
to be 
government for back 
Chat can 


mnances 


arrangement, substantial refunds have 
shelled the 
vears in periods of 

the devil 


out by 
low income 


with the nation’s 


mean averagi! is “out”? Ne 


ractical American mind c: 


up with a solution thi 


i bit to 


fle xible 


make 


ome tor the current 
avecTaye COM. 
vears, figure the 


average incorne tO 


the tax with the 

current rates only, and in this way 
the the 
seven-vear period 


the 


Seven 
times 
the 


tax on 


tax on average income for 


less the 


times 
income tor the 


SIX 


average Six yeat 


period 


Acq. and Non-acq. 


It is not wise or fair, Mr. Seidman 
writes, to make a fellow with fluctuating 
income pay more than a person with 
evenly spaced income. 


An example will give this clarifying and 
flesh 


has hit it 


attractive Suppose our proprietor 


and has an 
also, that in 
Incone 
The 
made a total of 


| he 


reference to the 


well In 1953 
$150,000 


prece ding 


friend 
income ot 
the 


Suppose, 
six vears his 
only $10,000 a vear 


1s $30,000 (since he 


avel 
aged seven-veal 
average 
$210,000 in seven 
would all be 


1953 rates, as 


vears) tax for 1953 


hgured by 


lax for 7 years 


$30,000 


per $14,700 
" $103,000 


Less é tor preceding © vears 


$10,000) per year $3,000 x 6. 


18,000 


$ &5.000 


Today the $150,000 ine 


$115,000. In 
pose d 
$30,000 


taX 1 ome 1» 
unde 


would be 


other 
thre 


words, 


the pro 


program tax reduced 


Phere attractive features about 
The $30,000 reduction gives pet 


the 1953, by blend 


vears before then 


are many 
this plat 

spective to “killing” in 
it with the six leanet1 


i 
To be 


quired by a 


sure, it does not go all the wavy re 


true averaging, but, as we have 


already seen, gomez all the Way involves 


too many headaches 


The 


plan outlined alkalizes thos« 


refiguring do for 


tabl 


is no 
© need for 
tables 


spec ial rate 


a mass ot rate and no 


brackets 


1reeZiny 
Phere iS no 
and 
Relie ! 


or mecome fax to 


pay when there is no income, there 1s 


and im 
vithout 


no refund for prior years 


centive are given to rising income 


pe naltyv to falling incom 


Many technical things do come up under 
All of them can be dealt 
The salient 


this arrangement 


with easily and adequately 


ones will be reviewed here 


The 
dent 


into the income peculiarities of corporations, 


only to 
not fit 


would apply 
Averaging 


program 
individuals 


resi 


does 


estates, trusts or nonresidents 


hardly be 


into the 


It would 
to bring 


the re venues 
period the 
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Ours is a mighty dynamic economy. A 
tax change which eliminates the 
penalty on risk-taking or fluctuating 
income can be counted on to release 
energy and initiative that 

will develop more income and revenue 
than ever before. 


void that exists during 


Micon venerally 


adolescence 


Start 


infancy O1 Accordingly, aver 


until the 
that an individual had enough income 


aging would not first year 
to be 
thereafter the 
would successively expand 


| 
‘ 
tl 


subject to tax kach year 


] 


averaging period 


irce years, et until the 


Vas reac hed 


Che income of a husband during the aver 
aging pe riod would be his actual income in 
which separate filed, 
half of the mcome mm 
which hled 


would apply to the 


years in returns were 


and one combined 


years in joint returns were 


The same Wile 


losses 


gains and 
W hate Vel 


deduction in the 


Capital 


would not be 


disturbed amounts entered into 


mcome ot respective years 
determining the 
period 
plan really got 
very well be that the whol 


and 


would stay put in average 


Once the 
rolling, it may 


income for the entire 


AVCTaLINY 
idea of capital 
gains and then 
could be Averaging may supply 
all the relief and special consideration needed 


losse Ss, 


segregation, 


eliminated 


Deductions geared to 


percentage of in 


come like contributions, medical expenses, 


depletion—would also stay put for the re 


spective years in the averaging period 
mmputation geared to 


pet iod 


Phere would be no reg 


the average income of the 


entire 


he deduction for carry-back or carry 


vould be 


Micon 


forward of net losses eliminated 


in determiming the average Instead, 


leet \ 


peri d 


hange 


" 
are always 
plan, Decause 
the other 
inne +} ‘ ‘ t} h; heur Tr} 


1Tig Hi¢ rie 


damage can by an 
} 


arrange 


ment iereby 


INCOME ror any 
bac k VCal adjustments ol 
MICOM h ul i year where the 


amount hang not 


below 2 eC} nt o irrent income) 


208 March, 


material (Say, 
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Since, In an averaging plan, it is the in- 
that is averaged, not the tax 


tation, no heed need be 


come compu 


paid to such things 


as foreign tax credits, tax paid at source, et 


The same would apply to mere tax-com 
puting mechanisms like the 
inconsistencies 
the Code) o1 
ered in 


adjustment tor 


(covered in Section 3801 ot 
spread back or mcorne (COV 
Section 107 of the Code). As a 
matter of fact, under an averaging arrange 
ment, both these special provisions may be 
come 


anemic, if not completely obsolet« 


Why the seven-year period as the average 


than the 


seven tat 


ing span? There is 


Biblical 


years 


more to it 


seven lean years and 


The tax laws 


allow a 
absorbing net 


now seven 


year swing tor losses of any 
year, in that the losses can be applied one year 
back and five forward. The 
also COIn¢ ides 


cycle that the 


seven-year range 


with the seven-year business 


economists proclaim 


The seven-year spread applies after the 
plan is in high gear. At the outset, it 
would be best to shift first three 
year period and step up the yeal 
thereafter. This will eliminate the other 
wise awkward, if not impractical, problem 


into a 


Span eac ] 


of digging up, now, returns for seven years 
It will also soft-pedal the increases in in 
that recently 
from inflation of the 


come have 


resulted primarily 
dollar rather than from 
a step-up in real income 


What etfect 


on the 


will the averaging plan have 
government’s revenue ? 
should not be 


will be the 


li Ww ¢ 
assumed—that 


assure 


what every 


thing same atter this sig 


cant tax change as before 


then of « 


there will be a decline in revenue Phe 
low with fluctuating 


better 


income will pays 
in his than-average years than he 
has done be Pore ‘| his will have to he mace 


up by an increase in the tax rates, whicl 


is as it should be 


At present, the fellow who has been pla 


ing it safe, through a steady income, has 


been fellow vit 


it I] VW 


gotten the 


back of the 
the fluctuating mcom« Phe 


it close to the vest has 


riding the 
play 11g 


benefit 


ot lower rates because tl peo] it] 


| 
ri 


fluctuating been the fall 


incomes have 
and have paid a higher tax than they sho 
The proposed averaging plan, plus inet 


in tax rates, would put everybody on a 


However, all this assumes a stati 
Actually, ours is a 


one \ tax change which 


econ 


omy mighty dynamic 


eliminates the 
penalty on risk-taking or fluctuating income 


Ce oul I l Oo release energy and 
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which the bonds are 


purchased Lhe bonds 


thus purchasee become the prope 


rty 

Init thougl Orie parent 1s 

government wind O-OW he increment on such 

and at the 1 pon | By filin 
: + 


Option 


‘“ 1 ” 
accrual basis 


such treatment must be 


Al 
such obligations in 


future years, 
return need be filed if the 
the mu 


YTOSS 
ris less than $600 pel 


ll be true in most cases 
Ss SEIDM A 1 


bonds owned by a minor, 
it by the time sucl bonds 
surrendered, will be employed on either 


basis an 


Possibilities of ‘‘Tax Free’’ 
Interest on Savings Bonds 


1 be subject 
elected the 
Increment 


having to 


‘ arty ho contribut 
customer has had i \ cases, there 
seek the advice 
termining what 


taken in esc ap 


ht do well 
eatures possible 


mn and ad 
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Tax-Wise 


Meetings of Tax Men 


University of Miami.—'T h« 
University of Conterence 
be held at the Roney-Plaza Hotel, Miami 
Bea h, Florida, Mar h 29 April 3 | Opics to 
be considered include the 1954 Revenue Act 
stockholder 
corporation relationships and the role of the 


Ninth Annual 


Miami ‘Tax will 


pension and profit-sharing plans, 


Justice Department in taxation 


David 
Bernstein, Joseph 
Sutherland are some of the 
scheduled to 


Boyd Chase, Jacob Rabkin, Albert 
and William 


well-known 


Prachtman 


lecturers present papers 


is $65 For further 


write to 


The registration fee 
information about the 
Dr. Dan Steinhoff, J: 


of Miami Tax Conference, 


conterence, 
Director, University 
Box 26-X, Uni 
versity Coral Florida 


Branch, Gables, 


New York University.—A conference on 
business and tax policy—for a limited num 


ber ol 


and 


corporate executives, industrialists 


others in policy-making positions in 


American business—has been announced by 


Institute on Federal Taxa 


with the 


the university's 


tion in University of 


Miami 


association 


nierence 


will be offered 
W hitehall Hotel, 
constitute the 


April 4-9 
Beach, 


spring ses 
i 


Palm 


sion oft 


Among | aff f 
lectures and discussions will be 
Bierman Peter | 
Kennet \ 
Mint 


experts conducting 
Jacq lin 1) 
Drucker, Edwin B 


Gsemmill and Seymour B 


Reservations tor the « may be 


onterence 
sending the tull enrollment fee of 
$250 (payable to New York University) to 
Mr. Henry Sellin, Executive Director, Insti 

Federal Taxation, New York Uni 
versity, 1 Washington Square North, "New 
York 3, New Yorl 
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made by 


tute on 


March, 
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Taxes... 


Tax People... 
Things Taxed... 


Pennsylvania State College—‘‘Revenue 
Revision of 1954” will be the theme of the 
Kighth Annual Pennsylvania Tax Institute 
on the campus of the university, scheduled 
for May 23-25 
Michael D 
before the 
appears at 


Chairman of the institute 1s 
recent address 
Institute 


ISsuc¢ 


Bachrach, whose 
West Virginia Tax 


page 232 of this 


Advance should be made 


with the 


registration 
Office of Informal 
General Extension Building, 
State College, State College, 


Instruction, 
Pennsylvania 
Pennsylvania 


Twenty-Five Years Ago 
Florida 


immigrants 25 


expected a flood of northern 


years ago this 
March, 1929 issue of ‘TAXES 


reason 


winter, ac 
cording to the 
But the for the anticipated influx 
was not the state’s warm gulf stream waters 
and mild Instead, 


expected to move to 


climate newcomers 
Florida because 
legislature prohibited the 


income tax or an 


were 
the state’s levy 


ot either an estate tax 


TAXES 
“proving a 


But, as reported, the 


disappointment in so fat 


prohibition 
Was 


wholesale 
folk 


maintenance 


as tt expected to cause a 
unmigration of tax-shy, affluent 
other states and a consequent 


of high 


taxation.” 


was 
trom 
values as a_ base lor 


real estate 


Florida officials 
property valuation would be more satisfactory 
than a state-administered income or estate 
Taxes’ Washington corre 
that “It is being 


that not only is an unfair burden 


believed a tax based on 


tax However, 


1 
spondent 

1 

elsewhe re. 


wrote found, as 


of the cost of government placed upon real 
estate, but that the 
is anything but simple.” 


problem of assessment 


In fact, the “problem of assessment” was 
so difficult that 
said in his 


Florida’s Governor Carlton 


1949 inaugural address 


nearly 25 per 


cent of our lands are off the 
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tax books for 


non-payment ot taxes; 
fallen off 10 per 
per cent, and in some cases 50 per cent in 
9 


collections have cent, 20 


ounties and municipalities 


that Florida’s 
joining in the 
burden of 
estate . . . but 
limitations the 


TAXES reported 
boards ° . a4re 


relief of the 


“realty 
plea for a 
taxation on real 
constitutional 
prospect Of a 
revamping ot the tax 
appear bright.” 


because of 
Satistactory 


system does not 


ow, in 1954, Florida still does not have 
a state income tax But the 
met with a 
equal to the credit allowable 
tederal estate tax laws 


“plea for 


relief” was State tax, 


under the 


estate 


State Tax News 


California.- 
a special session of the 
with the 
March 1, 
port of the Joint 
Alcoholic Beverage Control. 


Governor Knight has called 
legislature to run 
concurrently budget session, com 
1954, the re 


Legislative Committee on 


mencing to consider 


The committee's 
clude 


recommendations in 
a proposed constitutional amendment 
would transfer all of the 
beverage control from. the 
State Board of Equalization to a new De 
Alcoholic Beverage Control, 
headed by a director to be appointed by the 


which alcoholic 


administration 
partment ol 


governor. 


Substantial changes in the existing law 


with respect to license requirements, the 


transferability 


lation 


thereof, and remedial legis- 


with respect to the regulation of 


hie enscs 


by the 


s are also proposed for consideration 


special session. 


Money 
corporation for the sole pur 
credit for the 
Jersey corpora- 
intangibles tax 


Indiana. 
ary Indiana 
pose ot 


deposited by a subsidi 


lines of 
corpo! ation, a New 
from the 


maintaining 
parent 
tion, 1s exempt 
| ven though the 
legal title to the 


the parent 


Indiana corporation has 


accounts, the tacts disclose 


corporation has the “bene 


ial interest” in them within the meaning 


it the Statute Lhe accounts are, theretore, 


exempt trom the tz 


Attor 


ney General 


Maryland. 


seems 
xtended 
| 


legislature convened 


only k < al its sentiment 1s not 


Tax-Wise 


vet clear, the governor is opposed to exten 


sion 


\ Texas insurance company doing busi- 
ness in Maryland is taxed by applying the 
Texas rates to the 
income in this state. Credit should be al 
lowed to the company ‘against the 
Maryland retaliatory tax to the extent of 
the cost of an examination made by the 


Insurance Department of Maryland. 


North Dakota.—In 


with his 


company’s premium 


‘Texas 


lieu of submitting 
statement ot 


taxpayer 


return an itemized 
paid, the 
a deduction of 1 pet 


sales taxes may take 


cent of his gross in 
come; but the deduction 


$100 


Ohio. Cincinnati has en 


acted an ordinance imposing a tax at the 
rate of 1 pel 


cannot exceed 


-The City of 


cent on all salaries, wages, 
commissions and other compensation earned 
by residents and by nonresidents for work 
done in Cincinnati. The tax is also im 
posed on net profits of unincorporated busi 


nesses, 


professions and 


corporations, 
The tax is levied on wages, salaries, net 
profits, ete., earned from April 1, 1954, to 
October 31, 1954. Employers are required 
to withhold the tax from their employees’ 
wages and make return of the tax withheld 
on or before the last day of the preceding 


month. ‘The first return of tax withheld is 
due May 31, 1954. 


Taxpayers who anticipate income not 
subject to withholding are required te fil 
estimates on or May 1, 1954. The 


estimated return shall be accompanied by 


before 


one third of the tax, and a similar amount 
shall be paid on or July 31 
October 31, 1954. Final returns will be 
March 31, 1955, or within 90 days 
the close of the fiscal 

Norwood has 


income tax 


before and 


due 


after 
year 


just enacted a 1 per cent 
ordinance to provide 
municipal operations and debt 
the year 1954 
period beginning 


1954 


funds for 
retirement tor 
imposed for the 
1954, 


Che tax is 


April 1, 


and ending 
December 31, 


Wisconsin.— | h« 
1951 ton-mile 
upheld by the 


reversing the 


constitutionality of the 
motor carrier tax has been 
Wisconsin Supreme Court, 
decision of the 
which had 
unconstitutional on the 


Dane County 
Circuit Court, declared the tax 
that it 
and discriminatory 
The Wisconsin Su 


that the act 18 


grounds 
contained unreasonabk 
exemption provisions 

holds consti 
utional, its exe mption provisions being rea 


and, although the 1951 act has 
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preme Court 


sonable " 





orizes anti 


as been pr 


vied on the | 


e retailer 


oO} 


jlesaler 
would 
property | 


1 presently 
Vv wi : a See 
vholesalet 


t] 


Department of 


+ 
alli 


risil large number 


that would autl 


x¢ and make 


if 


Orize 


might 


emp 


(Continued on page 255) 


City Tax Calendar... 


April 1—\, 


j 
wh 


New York City proj April 25—\, 
New York City real estat 


rk: New York City co 
1 estate duit company tax report 11 
allment due 


due; New Yor 


k City public utility excise 
April 15 t 


cut tur 


. report 
Lf ” 


Phoenix business 


aX rel 
] 


ports and 1 
and 


pavinent At 
iigaman me April 30 
Denver sal 


Mmcome 
nT 


la 


1¢ 


Louisville 
Louisville c 


Apna 
\ olding | 

urt: St. Louis emp! 
pavinent 


' 
x report 
. Te] 


Albu- 


lax 


mconns t 
Columbus 
querque occupati x ins 
Pennsylvania: Pittsburgh inx 


wer withholds A 
orts and + 
Scranton pl i 


i 1 


( 


due; Dayto 


| ix reports and p 
nol il S50), due: Toledo em] 

: me . information report ind 

mavVvinent Or hi 


iX 
ix re 


n 
Scranton en yer 


ue; Seranton i 


nceome t 


ue; Youngstown en 


AN 


isti t due; Scranton School Dis- “i : Philadelphia 
trict secon allment © rani vith! ld ety 
April 20—/.01 


ma: New Orleans sak 
e 1 report l 


a 


p 
rot t 
( 


ment 
r 


lue; Philadelphia 


1 | payviment | 
an Provo merchant and 
ane payinent clue | 


and retailer tax 
and payment due 
1S. 105, § 3 .. 410, H. R. 560, H. R 
1009. H " 24 .. 1430, H. R. 2477 
H. R. 3173 4 R. 671: 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates for the impor- 
tant taxes—franchise, income and property. 
If the states in which you have interests are 
not listed, there are no franchise, income 
or property tax reports or payments due 
therein for the month covered. 


ALABAMA: April 1—Franc! 
April 30—Franchise tax duc 


ARIZONA: April 15 orporate 
| of ‘ ' ’ | 


il po! and 


payment 
i tax from cale ndar 

Personal income 
rimnatrol yorts and payment 


stallment of tax duc 


ARKANSAS: April 1—Franchise reports 
duc April 10—Property 
April 19—Pro 


CALIFORNIA: April 10 


. ScImMiannus il allmet t duc last day) 


April 15 onal income reports and 


reports due 


perty ax installment due 


Real prope rity 


} 


payment of stallment of tax due 


COLORADO: April 15—Corporate income 
repo d payment of first instaliment 
Personal micome reports and 

payment ot first inst 


April 30—Property 


‘ 


} 1 , 
(lay , de © In 


allment of tax due 
and mine tax due (last 
stallment without 


penalty ) 


CONNECTICUT: 


chise) tax 


April 1—Incom« 


reports and payment due 


DELAWARE: April 30—Perso 


and payment ot first 


nal income 
installment 

Personal income withholding 
| payment duc 


DISTRICT OF COLUMBIA: — 15 


franchise) reports and payment 


t installment of tax duc Peston’ 
mavment of first in 
Unincorporated 
avment ot first 


nstallment of tax duc 


FLORIDA: April 1—Prop 
Property tax ber 


omes linquent 


GE ORGIA: April 1—Property req 


ports duc 
day except 1 200, 000 


re). April 15, 


ment <« 


reports 


and pay 


' trict | 
ml ¢ ‘ a4 ( adue 


State Tax Calendar 
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ILLINOIS: April 30—Pr. 


yperty report 
private Cat l 


lines due day) 
reports fron 


day) 


IOWA: April 1—Prop 


u¢ (last 


npeline companies 


] 
ports from railroads 
i 


irst installment delinquent 


KANSAS: April 15—Cor 
ports and payt of 

tax 

payvinent 

April 20 

rs duc 


KENTUCKY: April 15—Corporate in 


°3 


Carrie 


ome 


reports and payment of first installment 


di | Icens¢ 


1, 
ms du 


reports trom. cor 
Personal income report 
first installment of tax 


du Personal income tax 


and payment of 


reports and 
payment, or first installment thereof, duc 


April 30 


reports and payment due 


LOUISIANA: April 1 


due 


MARYLAND: 


COME 


(calendar year) 


withholding 


Income tax 


Property reports 


April 15—Corporate in 


id payment of first install 
ment of tax due 


reports al 


Foreign corporation 
reports and filing 


tax reports and 


Franchise 
payment trom ce 


corporations due Pet 


fees due 
mest 
sonal income re 


ports and payment of first 


tax duc 


installment of 


Property reports trom corpora 


tions due 


MASSACHUSETTS 


eCXCISt 


April 10—< 


reports an<| payment 


orporat 
(income) tax 


due.—Corporate tranchise (income) re 


April 15—Per 


reports and 


ports from utilities due 


onal income tax 


duc 
MINNESOTA: April 1—Forei 


tion tax 


payment 


yn corpora 
reports and payment due (last 


day) 


MISSISSIPPI: 
due.—Pre 


nies duc 


April 1 
perty reports trom cat 
April 5—Pr. 


railroads at 


Property 


per 
perty 


d utilities duc 





MONTANA: April 1 


from 


Property reports 
April 15—P: 


payment ot! 


railroads due 
imcome 


rsonal 
reports and 
stallment of tax due 


NEBRASKA: April 1 


Irom 


first mn 


Property 


April 20 


reports 
railroads due Personal 


property reports due 


NEW HAMPSHIRE: April 1 
tion reports due 


April 15 


Corpora 
due. 
Property reports due (last day). 
NEW JERSEY: April 1—Franchise re- 
ports of revenue from railroad companies 
due. April 15 


payment due 


NEW MEXICO: April 1- Corporate ne 


come information reports due.- 


Franchise tax 


l'ranchise tax reports and 


Personal 
April 15 

Corporate income reports and payment 
of first installment of tax due 
INCOTNE 


income information reports due 


Personal 


reports and payment of first in 


stallment of tax due 


NEW YORK: April 15 
reports and payment of 
of tax duc 


Personal income 
first installment 
Unincorporated business tax 
reports and payment due 


NORTH CAROLINA: April 15 


income reports due. 


NORTH DAKOTA: April 1—Foreign co1 
poration (last day). April 
15—Corporate income and information r¢ 


Fiduciary 


reports due 


ports and payment of first installment ot 


tax «duc Personal income and informa 
tion reports and payment of first install 


ment of tax due 


OKLAHOMA: April 1—Property tax se« 


ond installment delinquent 
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OREGON: April 15—Excise (income) re 
ports and payment of first installment of 
tax due.—Personal reports and 
payment of first installment of tax due 
April 30—Withholding tax 


payment duce 


PENNSYLVANIA: April 15—Corporate 
net income reports and payment of first 
installment of tax due.—Corporation in 
come reports and payment of first install 
ment of tax due. April 30—1954 corpor 
ate net income tentative reports and part 
payment 


Income 


reports and 


due.—1954 corporation income 


reports and part 


RHODE ISLAND: April 15 


ports duc 


SOUTH CAROLINA: April 1 


corporation license tax due 


SOUTH DAKOTA: April 30—Property 


tax first installment due (last day) 


TENNESSEE: April 1—Property reports 
from public utilities due April 20 
Property reports due.—Property 
from manufacturers due 


TEXAS: April 30 


(last day) 


tentative payment due 


-Property re 


Domestic 


reports 
) 2 
Property report 


UTAH: April 15—Excise (income) re 
ports and payment of first installment of 
tax due.—Individual 


and payment due 


VERMONT: April 20—Property 
due (last day). April 30 


withholding reports due 


VIRGINIA: April 15—C 


reports due 


WASHINGTON: April 30—Property tax 


semiannual installment due. 


WEST VIRGINIA: April 1 
ports from public 
due. April 30 


ports duc 


WISCONSIN: April 1 


ation 


income tax 


reports 


reports 
Income tax 


rporate mcome 


Property re 
service corporations 


Foreign corporation re 


Domestic 
(last day) Foreign 
corporation reports due (last day). April 
15—Property reports of railroad, tel 
graph, sleeping car and express companies 
due 


WYOMING: April 1—Property 
from pipeline companies due.—Property 
reports from public utilities due——Prop 
erty reports from telegraph and telephone 
companies due 


corport 


reports due 


repo! ts 


March, 1954 ® TAXES—The Tax Magazine 





Ath 


Annual 


West Virginia Tax Institute, Inc. | 


Sponsored by 
The West Virginia State Bar 
West Virginia Society of Certified Public Accountants 


College of Commerce, West Virginia University 


Daniel Boone Hotel 
Charleston, West Virginia 
December 10 -11-12, 1953 


SELECTED PAPERS: 


Some Current Proposals for Tax Legislation 
By Hilary H. Osborn, of Nashville, Tennessee 


Incentives for Executives of Small Corporations 
By Leon L. Rice, Jr., of Winston-Salem, North Carolina 


A Case Study in Tax Planning 
By Michael D. Bachrach, of Pittsburgh, Pennsylvania 


Relationship of the Lawyer, CPA and Banker in Business Planning 
By Arthur L. Nash, of New York, New York 


Tax Problems of the Coal Industry 
By James E. Gelbert, of Pittsburgh, Pennsylvania 


Some Special Problems of the Small Retailer 
By J. Sydnor Mitchell, of Richmond, Virginia 


West Virginia Tax Institute 





The remainder of this issue is devoted 
exclusively to papers presented at the Fourth 
Annual Meeting of the West Virginia Tax 
Institute, Inc. Unfortunately, due to the 
limitation of space, some of 

the papers have had to be omitted. 


Cochairmen of the Conference Committee were 
W. Victor Ross, attorney, and 

Mendel Schwartz, CPA, both of Charleston, 
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of the Kanawha Valley Bank; 


Arch M. Cantrall, attorney, Clarksburg, West 
Virginia; and 
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Some Current Proposals 
for Tax Legislation 


By HILARY H. OSBORN, CPA; Partner, Osborn & Page, Nashville, Tennessee 


7S PROPOSALS for 


Illustrative of 1 | for conformit 


with general] accepted accounting pry 


ciples are the followin 


(a) Prepaid income. Reporting ot 
paid income, for example rent, should be 
which, although having ; spread oOvel ] 
vide application as to e number 


those it relates, 
het axation 
payers to w hom they vould, in fact, affec 
have strong and seemingly meritoriou 


justification 


thre lessor, 


ate ammount may be 


ss and equity sually the first year, ot 


. ’ 1 1 as 1 | x MN OVeT a number of yea 
No effor will be made t place tl 


ommendations in separate groups or ci (b) Accruals of property and other taxes. 


gories, but, logically or illogically Deduction of tax accruals should be allowed 


order, they will be mentioned as ratably over the period for which imposed 
merit and, it is believed, will be giver 


ie naa (c) Apportionment of tax between ven- 
consideration by ongress with all 


" dor and vendee. ‘laxes, as between a vendor 
of enactment into law 


and a vendee of property, should be apport 
Che federal tax laws, as presently exist tioned, and made allowable to each 
ig, are included in the Internal Revenue conformity 
ode It is generally admitted, I believe, 


that through a long period of ye 


with local practice or statute 


(d) Estimated expenses and losses. ‘These 


ars many 
items, the reasonableness of which can be 


i juities hi rept into tl Code, and 
—— 3 roth : od as established by experience, should be de 
other mequities ! udict 

we : } ductible trom the income of the 
and admiunistratiy it }) ato no oO 


] 


hicable \n example ro 


F which ap] 
templated in the eislative intent o dies 


sonal ¢ xperiecnce is that of a corporate chent 
change, 1s constructing installing for a vendee a 


ur Federal refrigeration plan Ith a tree service guat 


embracing antee for a period of 24 months. The plant 


adequately ally accepted ac 1s completed and the contract price is paid 
principles This change, as ad Under present procedure thre profit 


accounted for 


] 


he American Institute of he 
countants in jts booklet, Recommendations 


of completi 
Imendment of the Iederal x Lau 


the 
} 


nenda 


overhaul 


committee ur complete 
partisan Csmmi there 
representatives of Congress have 
tive branch of the government, provi 
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Mr. Osborn is past president of the 
Tennessee Society of Certified 
Public Accountants. A member of the 
American Institute of Accountants, 

he is serving as a member of the 
Committee on Federal Taxation and 
the Subcommittee on Current 


Tax Legislation. 


My endeavor will be to include those 
proposals of seemingly widest application and 


sions 


possibly the least objectionable on the part 


of the Treasury Department. 


Time for Filing Returns (Section 53 (a) (1)) 


The filing all 
returns made the 
of the month 


of the taxable year 


due date for 
should be 
fourth 


income tax 
fifteenth day 
following the close 
Likewise, the due date 
for filing the declaration of estimated tax by 
individual should be 


recommended 


changed to 
due date for 
completed return of an 


taxpayers 
contorm to the 
filing of the indi 


vidual for the previous year 


Filing Date for Amended Estimates 
(Sections 58 (a) and 59) 


hese should be amended to 
provide February 15 instead of January 15 


sections 


as the final date for filing amended declara 
tions of estimated tax and payment thereof 
by individuals on the calendar 


\ like change should be 


fiscal 


year basis 
made as to indi- 
other than the 
It is believed the extra time 
large number of additional 


income taxpayers to file final 


viduals using a year 


calendar year 


would enable a 


individual 


returns in leu of amending declarations 


Penalty for Underestimatirg 
(Section 294 (d) (2)) 


Chis 


stantial 


section relates to penalty for sub 


underestimate of tax. The penalty 
The 
that no penalty for 
should be 
can be 
she uld be 
that no 
the estimated tax 
SO pet 


provisions here appeal too severe 


recommendation 1s 
underestimate of tax imposed 


Also, 


changed SO as to 


when reasonable cause shown 


this section 


provide penalty is imposed when 


and payment thereof ar« 


shown 
The 


changed so as, in no 


cent or more of the tax as 
in the 


section 


comple ted 
should be 


to penalize the taxpayer for 


return tor a yea! 


event under 


estimauag his tax when the underestimate 


and tax 


March, 


results change in in 
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liability as the audit 


return, 


outcome of the later 
Or examination of the 


when the 


CC »ympleted 
filing thereof faith 


on the part of the 


good 


was In 
taxpayer 


Retirement Income for Self-Employed 


Many self-employed persons and others 
not covered by existing pension plans, and, 
also, barred from any participation in the 
social security program benefits, should be 
permitted to provide for a measure of fi 
nancial security in old age. Doctors, lawyers, 
certified public accountants and others con 
stitute a group subjected to this inequity 
The recommendation is that 


‘ 


‘self-employed 
persons and others not covered by existing 
pension plans should be granted an incentive 
to save for retirement comparable to that 
now enjoyed by corporate em- 
who are covered by retirement 
Sec. 165.” A number of bills 
introduced in Congress that 
would amend the Code to provide a means 
of removing the inequity date 
Probably the most this 
respect were introduced by Congressmen 
Keough and Reed. Their identical bills 
“would amend the Code so that those persons 
may defer the payment of tax on limited 
income set restricted retirement 
funds.” Legislation is recommended which 
would enact into law the principle of these bills 


which is 
ployees 

plans under 
have been 
existing to 


equitable bills in 


aside in 


Elimination of Double Taxation 
of Corporate Income 


The recommendation is that the double taxa 
tion of corporate income should be mitigated 
and eventually eliminated. One 
this double taxation has to do with the tax 
on imntercorporate 


aspect ot 
and another 
has to do with the tax on dividends 
paid to the 
without credit 


dividends, 
aspect 
which are noncorporate share- 
holder to either the 
tion or the shareholder. The proposal by 
the American Institute of Accountants was 
that “The tax on inter-corporate dividends 
should be eliminated 
should be 
individual 
dividend income equal to the initial normal 


corpota 


Non-corporate share 


holders allowed a credit against 


income tax otf a percentage oO! 
credit 
dete1 
applying the credits provided 
and 32 but 
providev in Sec, 35 of the 
Code.” (Section 31 
against tax for 


tax and surtax on individuals, such 


not to exceed the tax, otherwise 


mined, after 
in Secs. 31 


before applying the 


credit Internal 
Revenue relates to 


credits taxes of foreign 
United 


Section 32 relates to taxes withheld 
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countries and 


States 


possessions ot the 





at sources Section 35 relates 


tax withheld on wages.) 


to credit for 


Liberalized Depreciation Allowances 


Past witnessed repeated 
adjustments in depreciation rates as to many 
taxpayers 


experience has 


Not infrequently the Treasury’s 
revenues have been adversely affected over 
a period of 


five or more years by unwar- 


ranted adjustments. Insofar as depreciation 
is concerned, consistency in rates from year 
t appears more important in clearly 
reflecting income than continual arbitrary 
changes in rates by reducing them 


Oo year 


Changes 
in rates should not be made unless they are 
all out of 
which applied 


reason respecting the asset to 


During the vear 


present a mimeograph 
was issued by the Commissioner of Internal 
Revenue announcing a 


depreciation 


new policy as to 
This new policy, if 
followed permanently, would leave, undis- 
turbed, 


rates 
depreciation rates in use by tax 
While this 
is a step in the right direction, legislation 
to accomplish this result and insure the 
ontinuation of a liberal 


payers unless grossly improper 


more policy 1s 


deemed adv isable 


Taxation of Some Corporations 
as Partnerships 


It is proposed that the Code be amended 
© grant the irrevocable option of being 
taxed as a partnership to a corporation, 50 
per cent of stock 
1 indirectly during the 
taxable 


whose is owned directly 
last half of the 
year by or for not more than five 
individuals. The option, once made, should 
be irrevocable as years, this 
to prevent option As to a 

corporations, 


to succeeding 
abuse of the 


great majority of 


each is 


owned and 


relatively few 
members of 
these corporations 
liability of the 


they 


managed by a 
otttimes 
While 
the limited 
of business, 


persons, one or two 


families enjoy 
form 
seldom differ in any other 
their competitors 
sole proprietorship or 


corporate 


respect from using the 


partnership form of 
organization 


Surtax on Corporations Improperly 
Accumulating Surplus (Section 102) 


The incorporation of 4his section in the 
no doubt, warranted in view of the 
method of corporate 
dends It been the 
purpose ot the section to prohibit corporate 
growth in the 


Code 1S, 


present taxing divi- 


appears not to have 


sense that the section seems 
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to permit the retention of funds needed for 
plant expansion, increased working capital, 
necessary and other 
and legitimate corporate needs 
cult problem, however, for 
medium and small size corporations, in 
most of which the stock is closely held, to 
know the exact point at which to draw a 
line between what constitutes amounts reason 


reserves, reasonable 
It is a difh- 


directors of 


ably needed for the purposes of the corporation 


and what may be profit beyond that need 


arising under 
Commissioner has the 


In cases Section 102, the 
advantage of hind 
sight, and, if the administration of the sec 
tion 1s too rigorous, the surtax it imposes 
can constitute a very definite hazard to the 


success of a business 


The proposal has been made and is in 
dorsed that “Sec. 102 should be amended to 
provide the following 


“(a) At taxpayer’s option dividends paid 
after the end of the taxable year, but be 
fore the due date (original or extended) of 
the tax return, should be allowed as a credit 


in computing undistributed Sec. 102 net income 


“(b) 
under 


In the event of imposition of surtax 
Sec. 102, the corporation should be 
permitted to relieve itself of such tax, in 
whole or in part, by a deficiency dividend 
under conditions and procedure now pre 
scribed in Sec. 506 for personal holding 
companies, or, alternatively, by filing con- 
sent dividend papers, as provided in Sec 
28, effective as of the original taxable year 


(c) That the Commissioner has the bur 
den of proof of showing that the profits of 
a corporation have accumulated be- 
yond the reasonable needs of the business.’ 


been 


Bad Debts (Section 23 (k)) 


The proposal! Is made 
of the Internal 
amended 
nonbusiness 


that “Sec 23 (k) 
Code should be 
to exclude from the definition of 
bad debts debts which 
arise in the course of a taxpayer’s trade or 
business, or which 


Revenue 
those 


represent loans or ad 


vances to business 


organizations in which 
the taxpayer has a financial interest, either 


as an employee, stockholder, or creditor.” 


Amendment in accordance 


with this pro 
posal would enlarge the definition of 
ness bad debts. 


advisable 


busi 
The amendment is deemed 
because the statutory definition 
of nonbusiness bad debt has been inte1 
preted by the Treasury Department to in 
clude such debts which arose in the course 
of a trade or business but which at the time 


of worthlessness are not directly connected 
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ne taxpayers 

classification 

be made on 
{ 


, , 
rather th: 


Qualification of Installment 
(Section 44 (b)) 


Sales 


cannot 


IIment method m«e 


pavinent im the 
respects 


the install 


ment ba i! vy appears 


inequitable to make the ght of adopting 


] 
method 


the im 


tallment de pe nd on there be 


duru } 


pavinent 
mmendation 
amended to 
payments 

nalty 


Cas ual sale 


transacto being 


Sale of Corporate Assets Followed 
by Liquidation (Section 112) 


Mas \ é arise in whicl 


wisl 


share 
holders of a corporation 
Very 


depending on 


to dispose ol 
the business results are 
whether the 
stock of the cor 
all the corporation’ assets, the 
followed by liquidation of the 
ration If the sale 1s 


tock, 
upon the 


different tax 


experienced 


sale 
is made of all the capital 
poration or ot 


latter corpo 


mace of the 
this 


wwever, if a 


capital 


only one tax being 


is imposed, 


stockholders. H: 


is made of 


sal 
assets by the and 


he hareholders proceed to liqui 


corporation 


rporation, two taxes result, one 


upon the corporation on 


any gain realized 


by the corporation, and another upon the 


shareholders on the liquidation of the cor 


poration Re 


which method 1s 


tockholders intend 


vardles ot 


tollowed by to liqui 


it is most inequitabl 
rm of the 


clate the 


corporation, 


that the mere t transaction should 


produce such widely differing tax results 


The pT! posal 1S 


| theretore, that he Code 


hould be amended 


provide that in the 


ase of the sale of all the 


assets ot a col 

liquidation of the 
reasonable 
should be 
corporation if the 
part ot the plan to 
hquidate completely 


ration followed by the 


elling corporation within a period 


oft time, no gain or loss recog 


nized as to the selling 


transaction 1s sell its 


assets and 
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Net Operating Loss Deduction 
(Section 122 (d) (5)) 


This section pro 


rporations) 


in the 
deduction only if they 


computatiol o! 


ruled on the 
ating lo 
paver Wi 
estate 


real operated by het 


| he 


losses were 


income held tl 
full bv the 
since the 

constituted used in trade o1 


How it held that the 
not includible in the 


Department 
deductible in 


pave! as ordinary losses 


aSS¢ 


property busi 


ness ever. losses wet 


computation of 
operating loss deduction (except to the 
non-business 


vhile the 


operating real est 


tent ot vTOSS 


mcome ) 
ground that 


taxpayer wi 


business of 


not in the business of selling 


Phe Courts have taken the 


Satnic 


several occasions 


‘It seems reasonable to maintain tl 


operating a business comprehends purcna 


I 
that 
siness 


assets are old and 


ing and selling the 


relate dl assets, and 


‘ 


losses on saie ot such assets are bu 


losses, even 11 all the 

the taxpayer ceases to conduct business 
Such losses are pres ntly allowable in deter 
mining net operating loss for corporate tax 
122 (d) (5) should be ame nded 


out the 


pavers SEC 
by striking 
so that 


deduction attributable 


words ‘the 


the section would 


Oy Te 
not app! 
to a trade o 


regularly carried on by the 


taxpayvel 


“The amendment should be effective retr 


ly tor 


active all open vears 


‘ 


Amount of Credit or Refund 
(Section 322 (b) (3) and (4)) 


\n extension otf time granted 


a return postpones the beginning 


three veal period permitted for th 


ment of deficiencies in unde 


tax 
275 (a) of the Code for the 
extension or the filing of the f 
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It, however, a claim for credit or retund 1s 


tiled, to be within 
date ol 
paid on the 

barred by 
limitations prior to the bat 


i deficiencies 


timely, the fil must be 


irom the 


due 
\ tentative tax 


date IS heretore 


lor assessment 


mmendation, | oO! is made 


a claim tot or retund 


three Ve; ) the fling 


should apply to all amounts 


reto to that vear 


with respect 


hled 


time ot 


the claim is more than 


+} 


Irom Iie payment ot 


Period of Limitation upon Assessment 
Involving Omission from Gross Income 


(Section 275 (c)) 


VI ti r | hi tax Way be 
collection ot 

nv« years, 
taxpayer omits an 
includible in 


25 pet 


properly 
is more than cent 

Che provision of this 
onablk 


and appropriate 


improperly unde 
h there 


tax 


item 


such 


. althouys 


re, the Com 


necessary in 


revenue 


hive-year Stat 


1 
as been made 


Basis of Property Acquired by Gift 
and Subjected to Estate Tax 


Oditer decedent as a 


the entirety, 

transferred 

n trust, 1s in 

"s estate tor estate tax 

ugh subjected to estate tax, 
’aSis tor income tax purposes 


under present law, to the dece- 
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dent or donor's lower cost 


Then, upon a 


future even at the es 


t 


sale of the property 


tate tax valuation, an income tax is imposed 
that the basis. ot 


but 


It is recommended 


property, acquired by gift, subjected to 


estate tax in the estate of the donor, should 


be the same as in the cass 


death 
subject of a eift 


ot prope rty pass 


ing by and not previously made the 


Credits of Individuals Against Net Income 

for Both Normal Tax and Surtax 

for Dependents (Section 25 (b) (1) (d)) 
Recommendation is made that this section 

of the Code be 

de pend ney 


amended to provide the 


credit regardless of the 


earn 
ings of the dependent if the 


and 


tests as to 
Alterna 
that the 
granted it the dependent 
$900 per year Further 


that the 


relationship support are met 


tively, the recommendation is made 
$600 exemption be 


makes less than 


more, the recommendation 1s made 


‘gross income” be changed to “ad 


term 


justed gross income” in this This 


section 1 
would eliminate dis 


latter recommendation 


agreement in many instances, for example 


where the dependent’s gross receipt of in 


come is trom rent in excess of the limitation 


but, when diminished by taxes, depreciation, 


gives an adjusted gross income ot less 


than the limitation, thus permitting the 


dependency deduction 


Expenses of Child or Dependency Care 
for Working Wives, Widows, etc. 


The principle is endorsed that some tax 
relief is w 


and others 


arranted for 


yvorking wives, widow 


with small children or 


dept nd 


ents to support who must provide for care 


ot sucl children or lependents during the 


untully em 


suld be 


absence 7) or ' wWhitle 


pl ved h { ol he relief he 


Deduction of Dental and Medical Expenses 
(Section 23 (x)) 


Phi Maxim deduction tor medical and 


dental expenses is $1,250 for each exe miptio1 


blindne ss 


being the 


t including the exemptions for 


avejy, with $2. 500 maxX 
limitation tor a 


$5,000 


Separate return, and 


be 11g 


maxunum limitatio 


lo the 


extent that medi 
ises exceed the limita 


just mentioned they are, under present 


law, lost forever. 


It is 
limits of 


that the 
raised 


recommended 
deduction be 


Maximum 


and that any 
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unused allowed as a carry-ovet! 
until 
that 

amended so that 


their 


portion be 
in succeeding 
is further 
should be 


compute 


exhausted It 
Section 23 (x) 


taxpayers 


years 
suggested 
may 
maximum medical and dental 
deduction by multiplying $1,250 
by the number of exemptions allowed under 
Section 25 (b) (3), notwithstanding the 
that the exemption for 
may be Section 25 (b) (1) 
(D) a dependent earned $600 or 
more under the present law, or $900 or more 
under the 


expense 


fact a dependent 


forfeited under 


be Cause 


prior suggested amendment 


Several groups have proposed removal of 
cent minimum excluded from the 
deduction, so that medical 


deductible 


the 5 per 
expense in 
up to the 


any 


amount would be ceil 


ing limitations 


Deduction of Charitable 
and Other Contributions 
(Section 23 (0) as to Individuals 
and Section 23 (q) as to Corporations) 

To the extent that allowable contributions 
exceed 20 per cent ot the 


individuals 
net income tor 


adjusted gross 


income for and 5 per cent of 
corporations in any one 


taxable year, the excess is lost as a deduc 


tion Amendment of the 


to provide for an 


Code is urged 
unlimited carry-over ot! 
contributions which exceed the 20 per cent 
and 5 per limitations as to 


The 


allowed as to 


cent respective 


individuals and corporations, 


should be 


the excess is exhausted 


excess 
lor any one year 


future years until 


Conclusion 


The proposals for revision of the Internal 
Revenue Code which have 
here, as well as many other proposals of 
much 


Ways 


posal for 


been presente d 


considered by the 
Committee. Any 
the federal tax 
should be justified insofar as possible 


merit, are being 


Means 


( hange in 


and pro 
laws 
trom 
the objective viewpoint of fairness and 
equity to both the taxpayers and the govern- 
ment, as well as being aimed at facilitating 
administration by the 


service 


Internal Revenue 
Revisions which will appreciably 


reduce 


controversies and litigation are to 


be desired. 

For such period of time as the demands 
for revenue amount to the present enormous 
sums for defense, only limited relief in 
taxes may be justifiable and expected. 


[The End] 
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sok purpose of 


{Yen THEORY that the 
taxation 


should be to raise revenue has 


long been abandoned in our federal revenue 


system. The adage that the power te tax 


] 


is the and 


power to destroy more 


more 
con 


that 
to influence 


painfully felt to be true—has as a 


comitant the equally sound principle 


power 


the power to tax 1s the | 


human business behavior 


It is the purpose of this paper to discuss 


some of the more important phases of the 


federal income tax laws as they relate to 
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incentives tor executives 


held 


cate 


businesses The 
to three 
employee benefit 


relate Ss qualified 
plans, (2) deferred-com 


pensation 


and stock 


contracts and (3) stock put hase 


option arrangements 


Qualified Profit-Sharing, Stock Bonus 
and Pension Plans 


\ qualified profit-sharing, stock bonus o1 


meets the 1 


165(a) 


pension plan is one whicl 


quirements of Sections and 


23(p) 
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of the 
have 


Internal Revenue Code. These plans 


become very popular and widespread 
methods of providing deferred compensa- 
employees, more than 23,000 of 
them having been established by June 30, 


1953. 


tion tor 


inherent in a 
qualified plan, most of which are not avail- 
under 
pensation 


Certain tax advantages ars 


other deferred 
Chief 
can get a 


able com- 


among that the 
current deduction for 
a contribution made under such a plan, but 

employees do not 


plans of 
these is 
employer 


to include any 
incomes until benefits 


have 
in their taxable 


are received.’ Income earned by 


the invest- 
ment of the employer’s contributions is not 
earned 


beneficiary, 


subject to tax as If an employee, 
trom a trust 
fund in one taxable year his entire benefits 
under the plan, they are subject only to the 
long-term capital gain More 
over, 1f the distribution stock of 
the employer, the employee is not subject 
to tax at the time of 


or his receives 


provisions 
includes 
aistribution on any 
unrealized appreciation in the value of the 
while it hands of the 
Apart from the tax advantages 
there is the practical value to the employee 


stock 


was in the 
trustee. 


that the funds set aside for him in a sepa- 
rate trust, or with an insurance company, 
subject to the risks of 


of the employer 


are not insolvency 


A qualified plan can properly include ex- 
ecutives, but it can hardly be restricted to 
them or their favor. Al- 
though a 


test of 


discriminate in 
mathematical adequate 
coverage is set out in the statute, it 
little practical value, because of the liberal 


construction by the 


has 


Commissioner of the 


general provision which allows a plan to 


classification found by the Com- 
to be 


of key employees 


cover a 


missioner not discriminatory In tavor 


For example, a plan may 


be restricted to salaried employees who 


have been employed f five years, or to 


employees receiving compensation of more 
tl $3,600 a that 


thar always 
favo 


year—provided 


the effect is not to di » In 


of the key group 


\ qualified plan may provide executives 


with substantial benefits, but, 


again, must 


ot discriminate in their favor as against 


ther participants. As long as the benefits 

1Annual report of the Commissioner of In- 
ternal Revenue for the fiscal year ended June 
30, 1953 

An exception is that, if life insurance protec- 
tion is currently provided for the benefit of the 
employee, the one-year term cost of the life 
insurance based on rates of the insurance 
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bear a uniform relationship to compensa- 
tion, or to a uniformly applied combination 
of compensation and length of service, they 
will not be considered discriminatory. Thus, 
a pension plan which provides a pension of 
25 per cent of fixed compensation may give 
a $1,000-a-month executive $250 a month 
at retirement, a $400-a-month employee 
$100 a month at retirement. The introduc 
tion of a length-of-service factor may per- 
mit a favor of the 
instance, a pen 
sion plan may contain a formula providing 
a retirement benefit of 1 per cent of annual 
compensation multiplied by the number of 
years ol 


weighting in 
long-time executives. For 


heavier 


service before the retirement date 
However, the promulgated 
certain rules designed to prevent executives 


Treasury has 
from getting too large a slice. For instance, 
a pension plan which is restricted to em 
ployees earning more than $3,600 a year, 
that is, based on compensation in excess of 
that covered by Social 
integrated Social 

eral, this means that the 


Security, must be 
Security’ In gen 
benefits based on 
compensation in excess of $3,600 must not 
the Social 
compensation 
says the 


with 


exceed percentage Security 

$3,600. 
Commissioner, a pension 
consisting of a straight life annuity begin- 
ning at age 65 of not more than 37% pet 
cent of average annual 
$3,600 is 


wise 
benefits on 
Thus, 


be kk WwW 


compensation in 


excess of integrated. If death 


benefits are also provided, the percentage 


falls to 3344 per cent, and other factors 
may require a further reduction. A profit 
sharing plan containing a distribution for- 


mula taking into years of 


account service 
must not, in general, result in giving higher 
paid participants a larger allocation in 
proportion to pay than the lower paid par 


ticipants get.* 
Of the thre 


profit-sharing 


types of qualified plans, a 


plan 


provides the best in 


centives. It provides for contributions to a 
trust for the 
of the 


ury insists 


benefit of the employees out 
pronts ot the The 
that contain a 
mathematical 


employer Treas 


the plan must 
definite formula for the de 
termination of the 


contributed, as, 


amount ol profits to 


for example, 10 per cent of 


the annual profits before 


inmcome taxes, OF 


a formula containing graduated percentas 
or providing for a contribution of a certain 
company, is includible in the 
of the employee 

Mim. 5539, 1943 CB 499: 
CB 41, supplemented by I. R 
IRB 54 


‘T. T.’s 3685 and 


current income 


Mim. 6641 
Mim. 97 


1951-1 
1953-3 


3686, 1944 CB 324 and 326 


223 





Mr. Rice was an attorney in the 
Office of Chief Counsel, Bureau of 
Internal Revenue, Washington, D. C., 
from 1937 to 1940. Presently 

he is chairman of the Special 
Committee on Taxation of the North 
Carolina Bar Association and 
chairman of the Committee on 
Pension and Profit-Sharing Trusts 
of the Section of Taxation of the 
American Bar Association. 


third 
participant 
tions) ly 

of ordinary life 
hey indicate that such polici S in 
employee's Le 


be purchased 


hand, it 

vestment ol 

named the 

beneficial uirement tha 


premiums 
tr butions 


vestment 
Sil stock or sec 
olfers attractive po sibilities under an amerné 
195] It will be re 
ong-term | 


| icable 
+} { i 
© participan 


taxabl 


ime. 


distributt 


taxabl 


Lincol ( ’ Company Emplovees’ Profit Regs 118 


11 Sex 39.165-6(a) (2) 


‘Special rulings dated August 4, 1952 and 
190 F (2d) 326 (CA-6) no cert Produce Re October 7, 1952 


porte Company CCH Dec 18.897 18 TC 69 


Sharing Tru Commissioner, 51-2 t * 9371 


Revenue Act of 1951, See. 335, amending 
(1952) (Nonacq.); 2. R. Wagner Manufacturing Code Sec. 165(b) See further amendment by 
Company, CCH Dec. 19,066, 18 TC 657 (1952) Pub. L. 589, 82d Cong., 2d Sess 
* MceClintock-Trunkey Company CCH Dex 
19,316, 19 T% No. 42 (1952), on appeal by 
taxpayer to Ninth Circuit 
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is taken into account when the employee 


disposes ot the stock or 
ties in a taxable 


ultimately securli- 


transaction, 


stock or 


without 


Investment in the 


securities ot 
its practical 
held stock. 


It is required that any such investment be 


the employer is not 
obstacles in the case ot closely 
approved by the Treasury, 


1 and, to prevent 
serious trouble, 


advance approval of any 
should be obtained 

the field office of the Treasury. The Treas 

urv requires that the cost of the stock must 

not exceed fair market 


such investment trom 


value, must provide 


a fat and 


return, must provide sufficient 
liquidity to meet the terms of the plan about 
distribution Difficulty 
iving at a value for the 


yrobably 


1” 


may be met in ar 
Sto k, the 
undervalue it for 
stock does not pay 


purchase 


tendency 
this 
regular 
may not be ap 
plan provides for 
stock to the 
requirement otf tat 


being to 
Urpose If the 
lividends, the 
proved. However, if the 
distribution of the 


neither the 


employees, 
return nor 
of liquidity would seem to be applicable. 


\ stock bonus plan resembles a pront 
sharing plan and is generally subject to the 


same requirements. These plans are com 


paratively rare, but may become more popu- 
1951 act 
ot employer 
differences be 


lar in view of the provisions of the 


about unrealized appreciation 


securities. Two significant 
tween a stock bonus plan and a profit-shar 
ing plan are that contributions 
are not necessarily based on profits and the 
distributable in stock of the 
Typically, the contributions are 
The main 
bonus plan in the 


a small corporation is valuation of 


the stoc k 


employer 


benefits are 
employer 
le directly in employer stock 


difficulty with a stock 


lat 


case ot 
If contributions are to be made 
in stock, and the employer’s deductions are 
dependent upon that value, it may be 


time 


Some 


betore the 


amount of the deduction 


determined or 


can be agreed upon with the 


lreasury 


\ pension plan is strictiy a retirement 


in which the benefits or costs thereot 


( determined actuarially and bear no ne 


essarv relation to the emplover’s pronfits 


It involves habilitv than 


and 


more of a fixed 


does a profit-sharing plan, hence 1s to 
undertaken with caution in the case ot 
small business with uncertain profits 


to the older 


ip of employees th a profit 


vever, it olten appeals more 


1 , 
pian, 


Rev. Rul. 33 
See footnote 5 


See generally on 


1953-6 IRB 47 


this subject, CCH Pen 
sion Plan Guide, © 5281 and following; Tarleau 
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tainty of benefits and does not 


require a 
long period of years to build up sufficient 
funds upon which to 
lacks incentive 
elements of a profit-sharing plan in that it 
is not tied in with profits, does not permit 
the reallocation of forfeitures for the bene 
fit of the participants, and 
not lend itself well to the provisions relat 
ing to long-term capital gain and the dis 
tribution of stock or securities of the employer 


base a_ respectable 


pension. It some of the 


remaining does 


The deduction of an employer’s contribu 


tions under a qualified plan is subject to 


the over-all requirement that the contribu 
tion, together with other deductions allowed 


tor the services of the respective employees, 


must not exceed a reasonable compensation 


for services. Since this may include com 


pensation for prior well as 


services as 
services 1n 
pected 


only in 


the taxable year, it be ex 
that the 


extreme 


may 


limitation will be 


applied 
deductible, 
paid within the 
taxable year of the employer, or, if the em 


ployer is on the 


cases. To be 


the contribution must be 


accrual basis, within 60 


days after the end of the year. Generally, 
under a profit-sharing or stock bonus plan, 
the annual deduction of the 
limited to 15 per cent of the 


compensation of the 


employer is 
total annual 
participants. Over 
simplified, the amount deductible under a 
pension plan is the actuarial [ pro 
viding the pensions, with a limit that no 
more than one tenth of the past 
deducted The 
annual deductions under all types of plans 
may 


cost ot 


cost of 


Services Can be in one year 


be varied by carry-overs 


\ qualified plan must be intended to be 
permanent. [t should not be terminated or 
curtailed within a few years except for good 


business reasons SO 


says the ‘Treasury 


However, the Treasury has been reasonablk 


about the termination or curtailment of 
plans, and generally something can be worked 
out to the mutual 
and the 


courts have 


satisfaction of the em 
‘Treasury Moreover, the 
indicated that a plan need not 
be permanent, and may be curtailed for tax 


reasons 


plover 


Deferred-Compensation Contracis 


The basic objective ota 


deferred-com 


pensation contract * between 


an employer 
postpone both the 
compensation earned by the ex 
and the 


and an executive is to 


receipt of 


ecutive inclusion of that compensa 
The Problem of 
Major Tar Problems (195 
the Tax Institute 

' 


ifornia) p. 149 


Compensating Executives,”’ 
(Proceedings of 


University of Southern Cal 
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executive 
employer, it 


rable tor tl 


‘ 


the 
sible to 


to the 


employer 


ie executive 


terred-compet stem in 


st measut individual in 


tax ‘ act needs 


hardly 
spendable income 
xecutive substantially in 


aseqd b dete receipt of com 


pensation until a vhen his over-all 


MCcanmne is reduce? 


spreading com 


Satiot 
pensatiol 


OV | vei his as 
umcs | have to 


yn until 


racts in the 
orporations, 
mind. They re 
the executive (o1 
rincipal stock 
it one All 
respective 
ion and the 
executive, 


necessity ot divi 


under Sec 


paying out 
avoid 
tion 102 of the Code, the 
vetting 


stock 


in the 


dends to a penalty surtax 
possibility ot 
through 


apital gains increase in 


pronts 
possibility ot getting 
stock through 


stemming trom leaving 


a stepped-up basis inclu 


sion in the estate ; leath—it may or may 


not be advisable from a tax 


undertake a deterred compensation contract 


hese 


examined to determine 


viewpoint to 


in such a situation and other factors 


ought to be carefully 


whether a deterred compensation contract 


is indicated 


Furthermore, where the ex 


ecutive is mn control of 


his employer, the 
would 
minimized or possibly obviated 
entirely. Caveat two: hh 


practical need for such a 


contract 
seem to be 
such a closely held 
chances of the 
attacked by the 


Situation, the arrangement 


being lreasury are greater, 


and more sategu: advisable to assure 


the postponement the tax 


Probably the most typical type of deferred 


compensation contract is one under which 

18 Where compensation is payable to a person 
who owns, directly or indirectly, more than 
one half of the stock of the employer corpora- 
tion, payment must be made, actually or con- 
structively, within 2%; months after the end of 
the taxable year of the corporation to be 


deductible. (Code Sec. 24.) 


226 March, 


1954 e@ 


the receipt otf the money 1s det 


retires, or dies 


the executive 
employed. It is also possible to provide for 
payments while the 


ploye d, As, 


hence 


executive is still em 
for example, to begin five ye: 


and to be 


made thereafter 


hve-year period. Combinations of the 


are not unusual, number of 


and a lar £2 ¢ 


Variations of 


worked out 


these arrangements can be 
Almost invariably, provision is 
made for payments to be made to the 


or tamily of the 


widow 
executive if he dies betore 


receiving full benefits under the contract 


ax principle S discussed be low are en 


applicable to the varying kinds 


contracts 


W ill be 


contract 1s 


However, in the discussion, 


assumed that the retirement type 


Also, it 


employer is on the ace 


involved 
that the 
basis, the 


sumed 


executive on the cash basis 


lo achieve the bast objective ot 


post 
poning the 
is the 


executive’s tax. to be avoided 


contribution of funds by the 


present 


employer to a trustee for the 


t 


executive o1 


O an insurance Company fo! 


under which the 


premiums on 
a contract executive 

The use of these devices will 
into the provisions ot the ( relative 
deferring 


This 


executive to the 


unqualified plans receipt 
lat, 1 the 


contributed 


compensation 


rights otf the 


means 


] 


funds are nontorteitabl vested 


when the 


contribution is made, the 


executive is sub 
ject to immediate tax on the 


tribute d 1OT 


amount con 


him, and the employer gets a1 
If, on the other hand, 


executive are 


immediate deduction 


the rights of the forteitabl 


when the contribution 1s made, he Is no 
neither is the 


entitled to a deduction 


subject to tax, but employe 


Moreover, the ex 


ecutive becomes lable to tax when benefit 


stemming from the contribution are. re 


ceived or made available to him, but tl 


deduction of the employer is lost forever 


In determining whether an employee’ 


rights are forteitable or nonforfeitable, tl 
may not live to re 


will be 


beneficiary is not 


fact that the employee 
ceive benefits or that no payments 
made to his estate or 


considered to make his rights forfeitabl 


The 


1 
a commercial 


remarks just made about the use of 


annuity contract are not in 


tended to mean that such a contract should 


never be used as an adjunct to a deferred 


“4 Code 
165(c). 

' Regs. 118, Sec. 39.22(b)(2)-5 and Sec 
Tia) The latter regulations do not 
the estate or beneficiary 


Secs. 22(b)(2)(B), 23¢(p)(1)(D) and 
39.165 
refer to 
of the employee 
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The long-continued failure of the 
Treasury to take a definite position 
and to foster a widespread assault 
may well be indicative of 

serious doubt on the part of the 
Treasury that it can upset under the 
present law a carefully drawn 
deferred-compensation contract which 
is not a sham arrangement. 


possible 


tax re 


employer to buy an annuity con 


a life insurance company on the 


executive, designed to 


time the 


under the 


meet at 


obligations of the em 


1 
ployer compensation agreement 


In such a case, the employer should be the 


sole owner and beneficiary of the annuity 


contract, and deferred-compensatior 


agreement | | ! refer to the 


annuity 


contract, l vive the executive o1 


any member family any rights under 


It must be admitted, however, that the 


such contract increases in some meas 


he chances of the ‘Treasury in up 


setting a deferred-compensation contract 
Possibly ThesS« chances are improved if the 
also provides life insurance 
Phes¢ from th 


the annuity contr: nav be he 


annuity protec 
fact that 


qa to be in 


tior risks stem ‘ 
] 
ubsta a compensation agree 


1) 


ettects would 

forteitable or 
executive’s 

rance is If 
premiun 
the execu 


pea indet 


been mad i! e discussior 


ssible attacks 1 


Neither 


basis thereof 


eferred-compensation arrangements 


1 1 


ic} attacks nor the 


vel] established or det 


ned to 
informal in 


but 


have been rumors 


ogists , 
ations, presumed theories, little of a 


James F. Oates, CCH Dec. 19,049, 18 

(1952). aff'd 53-2 © 9596 (CA-7) 
‘See, for example, Frederick John Wolfe, 

15,692, 8 TC 689 (1947), aff'd 482 ustc © 9397, 170 


TC 570 
usTt 
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issailant 
cauth they are 


“viewed alarm” for several years, 


witl 

number of contracts 
been 
he 
the Treasury to 


ite 0 mi. to foster a wide 


must have 


Thinimum 


assault may 


spread indicative of 


serious doubt on the f the Treasury 


it can upset present law 


draw! ed-compensation con 


sham arrangement 


since a 


deferred-compensation contract 


involves the future receipt of money tor 


a claimed acceleration of tax 


based 


prior services, 
on the 


theory of constructive 


executive must be upon some 


receipt of income, 
property right, or the re 
benefit all before the 


actual cas} 


the receipt ot a 
ceipt or econom 


receipt of the 


The doctrine of constructive receipt of 
applies where the 
immediate unqualified right 


W here a 


payment in the 


monetary compensation 


recipient has an 


to receive the money contract 


provides tor future, or for 


payment in instalments 


ove 2 period ol 


vears, under generally accepted principles 


there 1s no constructive receipt of the future 
Even where the 


payments 
tract 


terms ot a con 


have been changed, to provide for 


deferment of payments, or for greater de 
ferment than 
the 


Sstructive-receipt theory 


under the original contract, 
refused to apply the cor 
- The cf 


more likely to be urged 


courts have 


mstructive 


receipt theory 1s 


where the right to 


1 


receive tuture payments 


as become \ ted lor instance, 


perlormance services mm one Veal 


conditionally entitles the emplovee to 
payiment ot a certain amount hy 


later; or where, upon retirement, the 


ploves becomes unqualifiedly entitled to re 


ceive certain payments for a period of ten 


property rigl 


iployer may be 
ation at the 
rhit It 


comy eTis 
may he 


executive under 


t However 


1 1 
\ retused ) : thie 


contract is such a 
courts have consist 
ordinary 
though 


corporation 


con 


ractual rom 1 Ol even 


e persé affluent 


Very 
as having a value As long as 


fair market 


F. (2d) 73 (CA-9), cert. den 
Harold W. Johnson, CCH Dec 
at 565 (1950) 


336 U. S 


7,578 


914: cf 
14 TC 560 


227 





not amount 
seems 


} 


theory 


Ss Irom 
Supreme 
the Court 

f income is 


taxable income 


conferred 
I 


uA hate vet 


ption situation 


Ss Income rather than neces 


income becomes taxable. Since 


relate to income whicl 


post 


adopting 


tenuous 


to recognized 
The 

res¢ mble S 
should tail 


cases ror t ason 


following suggestions about deferred 


sation ce racts should help remove 


bility tha xecutive, or his family, 


subject icome tax on payments 


are received in cash 


should not give the execu 
rights It should only 


the employer’s promise to pay 


miract 
ittable 
executive, or designated beneficiary 
event of his death, and should not be 
iorm of negotiable 
It should provide 


beneficiary, cannot assign 


substance a promis 


that the 


ll 


ory obligation 
executive, or any 
rights under 


or anticipate any payments or 


the contract 


) 
{ 


) Payments to third parties for the bene 
fit of the executive should be avoided. Cu 
rent payment to a trustee for the benefit of 
purchase of an annuity 
benefit 
taxation to the 


the executive or the 


or life insurance contract for his 


involve potential immediate 


executive or loss of the emplover’s deduc 


tion If an mtract is issued, it 
benefit of the 


divorced as far 


annuity c 
should be for the employer 
and as possible from the 


compensation agreement 


should be at 


some 


(3) Substantial contingencies 


tached to the future 


payments such 


contingencies are 


that the 
main in the employ of the employer until a 


(a) a requirement executive re 


4% Smith v. Commissioner, 45-1 ustec © 9187, 324 


S. 177 at 181 
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stated time, except in the case of previous 


permanent and total disability or death 


a requirement that the executive 


advisory services to the 


employer 


tirement when requested, 


unless 
y or mentally incapable of doing so. 


payments atter re¢ 

the executive 
with 
trade 


forfeited if 


business in competition 


. : 
employer, or divulges 


rovision making the 


amount 


future payments atter retirement 


dependent upon annual profits of 


employer or upon the amount of income 


the recipient from other sources 


ample, payments will be made for 
following retirement equal to X pe 


the employer’s net profit for sucl 
such annual payment to exceed, however 


$10,000; or no 


payment will be made for 


any vear in which the 


recipient’s income 


from other sources exceeds $10,000) 


\ provision such as that referred to in (d) 


above is almost certainly a guarantee of di 
ferment, and seems advisable particularly in 
held 


amounts 


closely situations and, in any event, 


where become 


instal 
members of the 


payable in 
ments to one or more 


executive’s family after his death. Any contin 
gencies which are used in a contract should 
not be pure “window-dressing,” but should 


be real and with benefit to 


1 demonstrabl 
the employer For example, a 
prohibiting competition with the 
where the executive is the principal stock 
holder of the employer, might well be dis 


regarded as having no substance 


Nee dless to Say, 


his family can get the 


provision 


emplover, 


neither an executive nor 
benefit of the lons 
term capital gains provisions of the Code 
under the usual type of deferred-compensa 
tion contract However, the 
of 1951 opened some 


Revenue Act 
limited possibilities.” 
The requirements are 


(a) The employee must have been work 


ing for the employer for more than 20 years 


(b) He 


percentage of 


must have a right to receive a 


future pronts or receipts or 


the employer after termination of employ 


ment and tor a period of not less than five 


years (or a period ending with his death) 


(c) Such right must have been embodied 
in the terms of his employment for at least 
12 years. 


% Code Sec. 117(p) 
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(d) Such right is completely assigned or 
the total 
on theretor 


released and amounts received as 


are received in one 
ar and after the termination of 


ated requirements are met, 


+ 


are treated long 

should be 
drafting or 
compensation 
is probable that the 20-year and 
be The appli- 
he new law to previously existing 

vould be 


received 


as 


capital gain. Consideration 


these requirements in 


deferred contracts 


VISIONS Can met 


rortuitous 


Incentives Through Stock Ownership 


income tax laws, in part 
by C 
Interpretation 
the 


a corporate employer b 


asa 


speciic enactment 


ongress 
1 result of by 
ncouragement to owner 


luding 
| 


executives.” ‘This is 
at 
more 
to the 


to exert 


t the tact tl such owner 


makes for loyalty 


on 
he empl yee employer 
he employee his best 
behalf ot 
Phe 


the acquisition of the stock by the employee 


on 
the business of the em- 
tax problems arise incident to 
om tl without any mone- 
than the 
W he re the stock 


have 


( employer 1 her 


outlay of outlay less 


value « 


ill 
the stock 


estab 
of 


do« s not 


employer 
market 


an 


the 


price, determination 


causes difficulties 


As already 


a qualified stock bonus 


indicated, it 


advantages which follow 


lan \bsent 
stock by 
the 


such a plan, 


issuance of its the employer to 


executive without 


ney by 


as taxable « 


payment of any 
certainly be 
the ex 
stock.” 


, the employer gets a com- 


him will almost 


ited ompensation to 


the fair market value of the 


Same time 


deduction without the necessity of a 


mavinent 


the 


serious 


he standpoint of 


considered a 


executive, it 


disadvantage 


1 
as 


tax 
this. it 


Income on a noncash 
4 not 
usual to accompany the stock bonus with a 


which 


© Pay 


pt, to alleviate 1S un 


funds with 


to 


Tarleau, 
Pension 


'See 
article 
Plan 

* It 


generally 
cited at 


subject 

and CCH 

inclusive 
be treated 


on. this 
footnote 12 
Guide 5101 to 5265 
could, in a proper 
taxable stock dividend 

118, Sec. 39.22(a)-1 


case as a 


(b) 


Regs 
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lt 
executive price less than 
value, the Treasury the 
flat position in its regulations that the differ- 
ential to 
Che validity of these regu- 
the Smith case,” 
has often been que stioned but has not been 
the courts If, 
courts will not follow 1 
| 


S toe k sale 
to 


market 


(2) 
stock 


lal! 


an employer sells its 


an tor a 
takes 
represents taxable compensation 
the executive 
lations, which stem from 
directly passed upon by 

* the 


sweeping effect of 


seems likely, 
the 


continue t 


regulations, they w 
presumably 
intent This test 


apply the 


essentially 


test 
is whether t 
bargain sale is intended to be compensato 
whether it intended the 
get a proprietary in the 
Phe test 
factory and difficult of 


or is to 


encourage 





employee to interest 


business basically 


is 


unsatis 
Vhe 
factors of compensation and proprietary im 
terest not mutually 
into each other 


application two 
and shade 
Several 


bee n he ld indi a 


ire exclusive 


In many ituations 


factors which have 
a compensatory 
the 


reduction 


intent 
‘ourt 
ot 


were 
thie 


salar \ 


Sum 


marized by Tax ‘ in Bradnes 


decision:” a or change 


in duties or responsibilities incident to the 
transaction: a spread the 
price the the replacement 
of a prior bonus arrangement with the stocl 
plan; the part of the 


too low in 


large between 


stock value; 


and 
an agreement on 
to 
portion to the 


em 
pro 
value of his services. In the 

the held that thes« 
factors required a holding that the arrange 
ment not The 
the 


} 
a Salary 


ployee serve at 


same decision, court 


was compensatory written 


agreement did not characterize option % 
the 
in the employment of 
the 

transaction 
the 
buy 


is 


compensatory; it 


> Was not necessary lor 


employee to 
the 


employer did not 


remain 


employer to exercise 
the 


return: 


option; the 
treat 
its 


as 
and 
to 


compensation on estat 


right 
the 


Court 


of the employee had a stock 
after his death Yet, 
Noland ‘Tax 
stock 
nature despite 
also wished to 
that the 
duties of the employees remained unchanged 
elected to 
pany stock under the plan 


m more recent 
the held that a 
plan was compensatory 
the that the employer 
raise capital under the 


regular 


Case - 
purchase in 
tact 


plan 


and 


compensation and 


whether or not they buy com 


Often a stock purchase plan will involve 
to the 
Tithe 


to 


a sale employee instalment 
to the 


the employee, or 


on 
stock 


an 


basis may pass im 


mediately may be re 
Cited at footnote 
** Donald B 
TCM 566 (1952) 
Case cited at preceding 
‘Ray A Noland, CCH 
TCM 1003 (1953) 


18 
Bradner, CCH Dee, 19,014(M), 11 


footnote 
Dec. 19,871(M), 12 
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A stock option plan allows the 
employee to control—to a large 
extent—the time of receipt 

of taxable income. 


pur 

time the 
this purpose a 
contract ot purchase 1S presumably 
iS a purchase, despite the employer’s 
etention of the title and possession of! the 
tock until the 


payment ol the agreed price 
Phus, if the 


agreed price 1s not less than 
stock at the time of 


there are no income tax con 


the market value of the 


the purchase, 


sequences either to the employer or to the 
such time If the 
market 


employee as oO! price 15 


less than the value the discussion 


above concerning bargain purchases is per 
tinent Gaiven a binding contract arrange 


ment the 


employee is not subiect to any 
1 
} 


vhen he 


gets the stock on completion of 


he payment ot the purchase price, even 
market value of the stock has 


increased since the contract was made Phe 


assuming the 


ick is the purchase 


price, and 


emplovee can realize on the me reased 


i capital gi If the purchase 


is unilateral in nature, not un 
cally requiring the employee to com 
the purchase, it will be 


stricted stock option 


treated as an 
arrangement, dis 
that the 
subjected to tax at ordi 


ussed below, with the probability 


mployee will be 


iry income rates on the difference betwee1 
tl and the stock whe 


e price value of the 


lelivered to him 


W here incident t i stock sal 


I 


yer credits amounts trom its profits o1 
therwise against the purchase price, such 


mounts vill be taxable to the employee 
he employer wall 
deduction, such 


dividends on stock oft 


usually get a corres 


pondin unless amounts 


constitute which the 


employee has become the 


iplton Unlike a 


a stoc } 


stock pur 
option arrangement 


the emplovec thre option of buying 


stock, but does not 


require him to do so 


Stock options may be termed restricted and 


unrestricted, the tax consequences of the 


two types being quite different. 


The position of the Treasury could be that 
the effects are determined as of the time the 
stock is received, irrespective of a prior binding 
contract See I. T. 3795, 1946-1 CB 15, and 


footnote 22 
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The restricted 
were enacted by 


The statutory 


stock when the 


(c) When the 


ployes 


option is given, the em- 


must not own directly or indirectly 


more than 10 per cent of the outstanding 


voting stock of the 

(d) The option must not be 
other than by will or 
must be 


employer 


transferable 


intestacy laws and 


exer! cisable 


during his lifetime only 


by the employes receiving it 


(e) The option must be exercisable no latet 
than three months after he leaves the em 


ployment of the employer 


(+ 


f{) The employee must not sell 


within two years after the option is 
or within six months after he 


Sto k 


When he 


ployee 


acquire 


exercises the option, the n 


will not be charged with any income 
was at least 95 per 
value of the 


option was given. If the 


if the option price 
of the market 


cent 
stoc k when the 


option price was 


between 85 per cent and 
market value, he will not be 
income when he gets the 


95 per cent of such 
charged with 
stock, but when 
he disposes of it he will be subject to tax 

erdinary rates on the difference 
the spread) 


the fair market value of the 


tten cal 
between the o 
yption given o1 hen 


sold, 


was 
whichevet 1s ke 

the restricted sto 
from the employe 
he is not subject to t: 
exercised on an 


stock 


granted and the 


between th 
acquisitiol 
He may realize on 

later increase as a 

subject to some tax at 


95 per cent requirement 


The corporate empl ver 


deduction at all where a 


option 1s involved 


1 


It the case of a small corporation, at 
two of the requirements of a restricted stock 
*‘W. M. Ritter Lumber Company, CCH Dec 
8491, 30 BTA 231, 275 (1934): United States Steel 


Corporation, CCH Dee. 13,370, 2 TC 430 (1943) 
* Code Sec. 130A 
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The warrant situation 

contains an element of incentive 

on the part of the executive 

to increase the value of the stock 
through increasing the profits of 
the company, but it may not 
encourage the executive to become 
a stockholder. 


trouble 

rule If the stock 
lished market a contest may develop 
employee and the 
to whether the option 


cent of the 


option may cause One is the &5 


per cent has 


no estab 
value, 
between the lreasury as 
was less than 
value As a re 
the tendency may be to put the option 
high to be on the rhe 
troubling cent 


ownership 


price 


85 pet market 


safe side 


factor is the 10 per 


limitation Chances are 


the executive concerned already 


may 


own more than 10 per cent of the voting 


These tactors may make it impracti 


restricted stock 


option 


gement 


\ so-called 


yives tax consequences like those 


unrestricted stock option in 


ota stoc k 


discussed under subhead (2) above 


is, unless it 1s held that the intent was 


encourage the acquisition of a proprietary 


interest, t 


he employee is subject to tax on 


the spread between the option price and 


stock at the time the 
option is exercised and the employer gets a 


leduction for the 


market value of the 


taxed amount If, in 
exercising the option, the employee 
ie is taxed in full on the 


Where the 
gitt, the 


considera 


received 


tion option 1s trans 


ferred as a employee is taxed on 


+} 


e amount of the spread when the 


Is exercise d by 


option 
the donee 


It should be noted that two of the chiet 
that 


any, can be ce 


dvantages of a stock option plan are 


ome to be taxed, if 


by granting a long-term option, pos 


and the 
spread over a period of years 


sibly excr¢ isable 


alter retirement, 


ncome can be 


by partial exercise each year of the option 
In other words, the employee can to a large 
extent control the time of receipt of taxable 


income 
®" Harold H 18,934, 
TC 1564 (1952) 
Robert Lehman, 
652 (1951) 
2Cf, Commissioner wv 
170 F. (2d) 911 (CA-2). 


Kuchman, CCH Dee 


CCH Dec. 18,576, 17 TC 


Carter, 48-2 verte $ 9415 
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In view of the 


uncertainties about the 


future value otf stock, the establishment ot 


fixed dollar amount 
mean that the emplovee will receive 
little o1 


an option price of a 


may 
no compensation trom the exercise 
of the option. This will be so, 
if the stock increases 
above the 


obviously, 
little or not at all 
price \ 


unt estricted 


option way oF getting 


around this in an option 


is to provide that the employee can buy the 


Case 


stock for a certain number ot dollars below 


the market value at the time the option 1s 


exercise d 


(4) Stock subject to restrictions —Two Tax 
Court decisions may suggest a way ot hand 
without the 
imposition Of income tax on the employee 
by reason of the purchase. In the Kuchman 
stock was sold to an olticer tor $5 a 


ling a bargain stock purchase 


case.” 
share. The sale was subject to restrictions 
Lhe could not be sold for a year, 
although it could be used as collateral; i! the 
officer left the employment of the corpora- 
tion within a year the corporation could buy 
the stock back 1o1 $5 
stock should be sold within two years, 
to be offered first to the 


stock 


a share; and if the 
it had 
corporation at the 
then current bid price Phe court held thes« 
value of the 

that the 
reason of the 


restrictions made the 


stock 


unascertainable , and hence 


em- 
realized no income by 
though 


stock would be 


ployes 


purchase, without the 


even restric 


trons the worth considerably 


more than $5 a share. In the previous Leh 


was held that the lapsing ot 
restrictions on Sstoc k received as compensa 
tion did not 


man case,” it 


result in the 


realization of 


taxable income, and the 


proht on a 
subsequent sale was properly reported as long 
term capital gain Although the Commis 
sioner has acquiesced in both of these cases, 
the matter settled 
Given a imposition ot 
restrictions plus a lapsing of them followed 
by the sale of the 
proht, it 
tion was 
the sale 


cannot be considered 


combination of the 


stock at a substantial 
held that the 
and the 
delayed 


might be 
held 


represent 


transac 


open receipts from 


compensation 


(5) Stock warrants A stock warrant Is a 
kind of option to buy stock, except that it is 
ordinarily transferable The 
demonstrated by the 


freely use of 


warrants 1s Stone 
33 Tt ° . 

case rhere, the president of a corporation 

bought warrants worth $6,000 for $1,000 


(He reported $5,000 as ordinary income.) 





*Lauson Stone Estate, 
TC 872 (1953) 
Namara, CCH 
(1953). 


CCH Dec 
(Nonacq.); cf 
Dec 


19,474, 19 
Harley v. Me- 
19,495, 19 TC No 1001 





could be 


expiration oO six 


lhe warrants after the 


within five 

The fol 
warrants were sold for 
$82,000, the stock presumably having greatly 
increased in 
directly 


exercised 
months and 
were freely 


lowing year, the 


years | hey salable 


value, and the being 
reflected in the value of the 


rants The Commissioner 


increase 
wat 
claimed that the 
president was subject to tax on $81,000 as 
ordinary income under the Treasury’s unre 
stricted stock option rules The Tax Court 
held that the proht was correctly reported 
is long-term capital gain on the sale of the 
warrants 


Although the Commissioner will 
probably continue to maintain the 
he did in the Stone case, 


lax { ourt, the 


quite 
position 
according to the 
warrant method is 
method of compen- 


executives through the capital 


stock 
practically a sure-fire 


Sating Lalli 


route provided the stock ot the employer 


increases materially in 


value within a rea- 
period of time It should be ob- 
served that if the warrant is exercised rather 


sonable 


sold, the tax 
attaching to the 
option 


than those 


consequences are 
usual unrestricted stock 
Hence, the warrant situation 


contains an element of incentive on the part 


Case, 
of the executive to increase the value of the 
stock through increasing the profits of the 
company, but it may not encourage the ex 
ecutive to become a stockholder 


Conclusion 


No incentive plan for executives should 
be undertaken without careful consideration 
of the federal income tax laws, regulations, 
rulings and court decisions applicable to the 
facts of the particular plan. Due regard 
should be had also for the local laws, where 
pertinent, relative to the necessity for stock 
holder approval and, in the case ot plans 
inyolving sales of stock to executives, to the 
pre-emptive stockholders. ‘These 
local laws may not be especially significant 


rights of 


where the stock of a corporation is closely 
held and stockholder objection will not in 


all probability be voiced [The End] 


A Case Study in Tax Planning 


By MICHAEL D. BACHRACH, CPA 


Member, Bachrach, Sanderbeck & Company, Pittsburgh 


methods by 
may be 


usually several 


a. RE are 


which a certain attained 


result 
So it 1s in 


taxation, where the objective 1s 


to Save taxes By the use of various illus 


trations, the author indicates how 


SaVINES In 
taxes may best be accomplished 


Purchase of Business 
Rudolt 


wealthy 


Rassendale, IT, is the 
department 
trom college he |} 
way up to thi 


scion ota 


family 


Store 


Since 
iduating as worked his 


position of assistant general 


manager of the large family-owned store 


However, he got tired ol 


eldet membe rs of the 
he decided to 
He learned that, in Midcity, Pennsylvania, 
Stokes, stockholder of the 
town’s largest wanted to sell out and 
Rudolt decided 


a good city and a business 


waiting for the 
to die o1 
a business of his own 


family Fetre, 


acquire 


one Simeon sok 


store, 


retire made a survey and 


good 
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The store had a book net worth of $400,000, 
but a considerably 
to the write 


value due 
down of inventories, real estate 


higher actual 


etc. Rudolf offered to purchase all of Simeon’s 
$400,000 and the latter finally 
The deal was to be closed in 60 days 
had about $50,000 of his 
money. He could readily 
$350,000 from wealthy 

family 


shares for 
agreed 


Rudolt own 


borrow the othe 
members of his 
provided repayment could be mad 
in a reasonable period of time, say tl 
to hve 


hre« 
years. Obviously, with present high 
Rudolf could not 


money out of his 


tax rates, hope to 


Save 
enough and divi 
dends to repay the debt, especially because 


Rudolf was married, had three children and 


salary 


was required to live in befitting the 


To solve 
his problem, this arrangement was worked out: 

(1) Rudolf called 
RR, Inc., with a capital stock of $50,000, 
all oT whi h was issued to Rudolf 


a style 
president of Simeon Stokes, In¢ 


formed a corporation 
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then borrowed $350,000 


members of the 


( LR, Inc 


from various Rassendale 


family, giving its 4 per cent three-to-five 


year promissory notes as evidence of the debt 


(3) RR, Inc then 
S400.000 to Mr 
all of the 


of Simeon Stokes, Inc 


issued its check for 
Stokes, 


outstanding 


Simeon thereby 


capital 


(4) RR, Ine. 
holding 


tive that there 


was now by definition a 


company and hence it was impera- 


should be no undistributed 


end of the year It 


earnings at the needed 


sufficient income, however, to pay the 


4 pel 
$350,000, 


cent interest on 


inde btedness of 
$14,000. Acce 


Simeon Stoke Ss, 


namely, its subsidiary, 


Inc., paid a 4 per cent divi 
$400,000, 
interest 


irdingly, 


issue of 
$16,000 to 


dend on its outstanding 
ivinge RR, Inc 


‘ cover 
and incidental 


expenses 


(5) This procedure was sufficient to take 
re of the interest but would not provide 
R, Inc. with the funds needed to pay off 
the principal of the debt. It 


ood tor 


ie] 

\ 
1 
} 


would do no 
re Stokes, Inc to pay a 
higher dividend on the stock because the 
holding company would suffer a penalty tax 


Simeon 


(6) The 
1 the 


problem did not become 


third year, 


acute 
when it was necessary 
tart paying off the indebtedness. ‘To 
meet the situation, it was decided to merge 
The merger was of the 
so that 


SUrVIVINE 


the two companies 
type known as a downstairs merget 
the subsidiary continued as a 


company and the parent 


7) The 


the parent 


Was dissolve d. 


merger was effected by having 
company transtet its 
Stokes, Inc.) 

subsidiary company, which 


issued in exchange to the 


' assets 
(stock in 
liabilities to the 


simeon and its 


shareholder of 
that is, Rudolf Rassen 
shares of its stock 

$50.000—the difference be 
he $400,000 
$350,000 of 1 


ent company, 
I], new 


mounting to 


own 


tween t f assets acquired and 


iabilities 


Rudolf 


1 1 
qaesireqd 


Rassendale, II, 
purpose He be 
f Simeon Stokes, Inc 
outstanding capital stock 

and the 


1] 
gy all 
$50,000, 


ated to members of the 
$350,000 whicl 


latter in turn became 


obli family for the 
paid off out of 


the earnings of Simeon Stokes, Inc 


now could be 


Tax-Free Spin-Off 
Alfi ed 


Johnson F 
cessful automobile dealership. He 


runs a moderately su 


has be en 


in this business for 35 years and has seen 


West Virginia Tax Institute 


many Like most 
extremely prosperous for a tew 
after World War II. Unlike many 


however, he that this 
would not indefinitely. 


dealerships told dealers, 
he was 
years 


others, was aware 


condition continue 


The Johnson organized 


building 
operations As a 
two floors of the 
building had been designed for professional 
and fully 


dealership was 
as a corporation and it owned the 
in which it conducted 


matter of fact, the top 


business 


offices, and 


they were 


occupied 


Johnson decided that, if his family owned 
the building apart 
would always 
even if the automobile market 
He asked whether he could 
poration deed the building to him so that 
it would no longer be 
When he learned that this would 
be regarded as an ordinary dividend subject 
to. prohibitive 


from the business, they 


have a good living assured 
collapsed 


have the cor 


subject to claims of 
creditors 


surtaxes, he said he would 
get around that by 
poration. He somewhat 


learn, however, that such 


just dissolving the cor 
was surprised to 
a dissolution would 
result in the entire surplus being considered 
hich even at the 25 per cent 
effect 


apprec iable tax 


a capital gain w 


rate then in would have 


Ineant an 


To meet the 
ization, 


Situation, a tax-Iree reorgan 


technically known as a “spin-off” 
was arranged Section 112 (b) (11) 
of the Internal Revenue Code. A new cor 


poration, “Johnson Realty 


under 


Company,” was 
Pennsylvania law The 
transferred to the new cor 
poration in exchange for all the new 


pany’s stock 


organized undet 


building was 
com 
Immediately thereafter, the 
(Johnson Motor Company) 
delivered all the stock of the Johnson Realty 
Company to Alfred Johnson, the sole stocl 


holder 


old company 


Johnson was advised that, if he 
stor k ot thie 


sold the 
within, Say, less 
still be 
Was also adv ised 
that the 
that the 


active 


new company 


than five vears, the might 


transtet 
considered a dividend. He 
that there 


government 


was a remote chance 


might contend 


new 
corporation was not “in the conduct 
as required by the 
property has 
business tor 
this fear did not dete 
Incidentally, no ruling was re 
Washington since 
tended to go ahead with the 
willing to assume the risk 


of a trade or business, 


law. However, since renting 


been considered a trade or 


other purposes, 
transaction 


quested in Johnson in 


plan and was 


An amusing side-light to this transaction 


was the last minute haste 


required in order 
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Mr. Bachrach is a member of the 
Committee on Federal Taxation of 
the American Institute of 
Accountants. He is past president, 
Pennsylvania Institute 


of Certified Public Accountants. 


liquidate 

He would 
extent that 
building ex 
his stock in 
would 


on 


Deferring the Tax Burden 


Hiram Brows Vas al 
\tter 


i number of veat at a 


employee ot a 


dental laboratory vorking hard fot 


modest salary, 
better on his 


1953, 


Hiram decided he could do 


own Accordingly, in January, with 
some money borrowed from 
relatives, he bought a small dilapidated 
iitding He worked hard to get this build 
rehabilitated and 


ipment sec 


is avings and 


1 
I 


bought the necessary 
mdhand. Hiram’s 
vorker 


' , } Ht 


wile Was 


assisted him n 


and 


Hiram 
bool 


and his 
had to 


business to 


began to do very well 


profits mounted. However, he 
ito the 


additional equipment and to 


back all the cas] 
meet mort 
By Sep 


wondering if there 


mayments on his building 


hie began was 


to put off the day of reckoning 


collector since he 


simply did 


could not borrow sufficient 


hability 


potential tax 


Using the tollowing 


two simple tax tech 


niques Hiram managed to get a breathing 


Ace 


(1) Hiram, hke most individuals, 
j 


had 


’ 
always filed his personal tax returns on the 


234 March, 


1954 e@ 


cale1 dat 
September 


Dec is10n 


iS a\ age quarterly 


three quarters (when 


ul det 


retting 


‘ 
a 


ip 

Hiram’s pr 
ber and Decen ber 
| 


DCCAaTNi¢E taxable 


Furthermore, his profits for the last 11 
months of the next year did not become 


until the 


Thus, by 


vear ending 


taxabl following veat 


placing his person: 
September 
partnershiy u moa hscal 
January 31, am was able to 
following Instead 
1953 on a full year’s 


first 


quarterly in 


will pay on only the nine (lowest) 


months. Instead of paying tax quarterly 


1954 on a full vear’s profit, he will pay o1 
mly four whicl 


months Che first vear in 


a tax on a full year’s profit will 
By that time Hiram expects to 
financially, 


1954 


he nM good shape 


¢ 1 
unexpec ed break for 


Estate Planning 
Mr. Robert G 


a successful ladies 


Smith was the ownet 
apparel business in Mid 


town, Pennsylvania. He was married and 


had two vrown children, a son associated 


vith him in the business and a married 


daughter 


\ conference wi 


future disposition of 


His business, conducted as a sole proprietor 


ship, had a net worth of $600,000, 


$170,000 represented the book vx 
and building Mi 


land Smit! 


betwee with 


having control of the business 


Mr. Smith 


directing that, 


was advised 


upon his deatl 
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rty 


1947, but 


te is 


10,000 


Yt $340,000 
-— 
Si / 


O00) 
ot 


accrui but 


thie 1947 income tax deduction 


since the 1947 taxes accrued before the date 


ft death Finally, an arrangement was 


assuring ; 
worked out which achieved the desired 


$17,000 a year 
she would spend 
$30,000 p vear, maintaining he estate was placed on the cash basis, 


obile c w iveling, etc.., which and a nhs al vear, ending \pril 


chosen The first return covered the fiscal 


40. was 


vermitting 


year ended April 30, 1948, and, here, the 
1947 taxes, paid in November, 1947, were 


leducted ; al 1 The second and 


final return ( ! fiscal year ended 


April 30, 1949. The only item was the tax 
paid by the purchaser in November, 1948 
loss of $10,000 


ence the 
\ refund 1 Wi ien filed claiming 


fiduciat rr 


Martha Mury | 


Accrual basis. 
ider and mar 


Advantageous Income Tax Handling facturing 4 
of Decedent's Estate law 1 


West Virginia Tax Institute 





to continue, with the estate of a 
taking the 


Jones’ will left his 


deceased 


partner place of the decedent 


partnership interest to 


r and son-in-law, so that when 


vas wound up, the entire business 
» them 


immediately t that keeping 


administration (for a reason 


vould 


result in a substantial 


nder the partnership 


} 
and 


axnree 
consequently his estate, 
ie partnership profits 
] received 
filed a 


estate Was 


and son-in-law each 
rhe latter, of 


Ince the 


course, 
now 
services to the 


could — be 


partner sh 


busine Ss, the 


allowed a “salary 


p, sufhciently large so 
stributive lal 4 the estate 


| total 


duced to one third of the 
al As regards the 
, by filing 
would be taxed in the 


third of the 


daughter 
a joint return, their 


Sallie 


the one estate 


it received substantial 


Mca 
Jones estate 


bracket 


was 
than 


partne rship, the 


much higher income tax 


its estate tax bracket Accordingly, it be- 
to deduct the 
particularly the 
on the 
However, the 
flatly 


anything 


came desirable administration 


expenses, substantial attor- 


neys’ fees, estate’s income tax return 
son-in-law, as executor of the 
estate, refused to pay the 


until the 


attorneys 
satisfactorily 
other hand, it 


conditions 


estate was 
settled On the 
was feared that if the 
should slide off, the 
reach the 70 or &O0 pe 


bracket Accordingly 


‘ 


closed and 
business 


estate might not again 
cent 
, at the 


were 


income tax 
end of the first 
vear, the attorneys reque sted to send 
partial bill for thei 
was then put on the 


In a services Phe 
estate 

that a 
claimed on its 


though 


accrual basis so 
this bill could be 


income tax return 


deduction for 
first even 
not yet paid 

Under the regulations, a 
maintain a set ot 


use the 


taxpayel 
books to be 


accrual basis 


must 
entitled to 
Accordingly, a regu 
lar set of double records 


entry consisting 


of books of original 


installed 


entry and a general 
ledger 


period, 


were 
the ré 
dozen entries made 


12-month 
more than half a 
in these books, but the 


Over a 
were not 


letter of the law was strictly complhed with 


[The End] 


Relationship of the Lawyer, CPA 
and Banker in Business Planning 


By ARTHUR L. NASH, Assistant Manager, Brown Brothers, Harriman & Co., New York 


R ECENTLY, a banker covered the gen 
eral theme of CPA re 


as members 


lawyer-banket 
them 


football 


characterizing 
backfield of a 


member 


lations by 


of the 


team, with 


eacl having 


a job to do on specifi 
chent The banker 
discussing planning, 


outhning the 


problems of a was a 


trust officer 


estate and 


he did a fine job of 


manne! 


in which each profession complements the 


efforts of the other in trust work 


In searching for a formula tor this 


talk, 


| found myself faced with a broad 


field. ‘This 


endeavored to weave thre legal 
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Very 


Was 


particularly true when I 


prot ssion 


March, 


1954 °@ 


into the banker-CPA relationship with which 


I have had much to do and am quite familiar 


An idea came to me in reviewing material 
credit 


subsc ribe a 


of one ot the reporting 
which, | 


to consolidate our thinking 


agencies to 
think, 
| his Callie 
a series of flyers in which the 
referred to 
nesses sold 


credit grantors 


I shall 


trom its 


which we will 


Secry¢ 


Irom agency 


new companies, mergers, busi 


and other topics of interest to 


review busi 


certain phases of a 
birth 
decline 


up, if I can, the 


through its 
and death, 
position ot! 


ness 


LrOWInNg 


vears to its and 


point 
each our 
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protessions in each 


and the relative 
importance of the banker, the CPA and the 
lawver in each In 


Stave 
some one would 
than the 
1S complete, 


Cases, 


a greater or lesser influence 


but when the pattern 


hink we can see that we 


each have a 


vy stake and need the advice, assistance 


er to foster the best 


t 
+} 
tl 


ach 


ur client 

Formation of Business 
Here the lawver has the 
| proper 


in establishing the 
or proprietorship status 


prime tunction 


part 


corporate, 


here may be a CPA called in to set up 


books, but, 


frequently, this is not done 


is here that the lawyer can serve his 


chent by suggesting the employment of a 


reputable auditor The banker sits on the 
side lines for the 


that the 


moment, but he 
1 
will 


} 
hopes 


lawve! remember him 


and 
with 
Also, 
an audi 
well to seek 
whi 


recommend the opening of an account 


his bank rather than 
should the 
tor be 


} 1 
the advice 


some other 
question of selection of 
considered, it would be 
ot the 


discuss 


and assistance banker 
client 
might be re 


should 


with the 
which 
particularly if the 
be a borrower1 


would be able to 
the scope ot the audit 


quired, account 


Development of Business 


‘| he law yer has 


Manage 


banket 


done his job 
Here the 


conside rable, if not 


ment is now on its own 


is probably of prime, 


importance in making available working capital 

The 
bank credit to growing « 
They financing 


requirements peculiar to expanding the busi 
hess In part, 


problems encountered in extending 


OMipanies are Some 


what unique arise trom the 


this is due to the 
rip sed by our tax 


difficulties 
(that 1S, the 
which 


system 


burden of 


CXCESSIVE 


taxation drains 


away profits, which penalizes growth) and, 


in part, from the necessity for close and 


continuing appraisal of! 


manarement, and 
1 


the growth characteristics of the company 


The financing requirements of growin: 


enterprises are distinctly different from those 


of mature businesses The 


former usually 


needs more credit in proportionately greater 


amounts and for a longer 


period of time 


han does the more mature organization 


likely to need credit of 


continu 


t to support everyday opera- 


to supplement ownership 
payrolls can be 


paid \t 


met, 


this 


mate 


rial ught and taxes Stage 
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of development of the company, the banker 
must frequently look to the ability of man 
agement to profitably, 
point is an 


operate and bank 
this investment in 


the company’s potential for success 


credit at 


One might ask why, if a young company’s 
growth is sound and profitable, 
its increasing profits provide for 


should not 
funds tor 
In many cases, this is true, 
often, the 
and the 


expansion. but, 


quite growth is not consistent, 
company’s pattern of progress may 
be some what erratic The banke t. theretore, 
must expect occasions when the 


credit 


customer’s 
requirements are out of line At the 
time, the 
alert to the 
as unwise as too 
too, that 
requir careful consideration, and the com 
‘ future 


same banker must be 


constantly 
that too much credit is 
little He must be 
for credit at 


adag ( 
aware, 


requests this stage 


pany’s entire may depend upon a 
sound decision, yes or no, on a request for 
Adequate 


essential for 
At this 


ment, 


a loan financial information 1s 


such cle cisions 


point of the 
Management, 


company’s de Ve lop 


ability 


moral risk, and 


capacity are prime tactors in the 


although the 


credit pit 


ture, banker 


WIS will, 


course, insist upon detailed financial state 


ments at 


frequent intervals 


with an inde 


pendent audit at least once a yeal 
The CPA 


a part oft the 


and the lawyer might 


well be 
checklist 
for appraisal of management clearly 


trates the where the latter 


team. In fact, any 


illus 
areas two pro 


fessions are almost essential 


Instances of areas of 
agement by CPA’s lie in 


assistance to man 


(1) taxes 


(2) long-range forecasts; 


(3) periodic audits for bank, stockholders 
or nanagement; 


(4) preparation of budgets—expense budg 


ets (advertising, selling, indirect); 


(5) review of purchasing program and 


controls on commitments 


Here | 


up an mcre asingly 


might digress somewhat to point 


mportant area ot study 


Many of us in 


banks, which have clients 


dealing in raw commodities, are interested 


in the net unsold inventory position or the 


speculative position. Generally, we do not 


like to see our funds used for carrying 


speculative inventories and, hence, some of 
us use a formula of restricting 
mn to the working 


have 


such a posi 


capital of our client 


I recently least one 


seen at company 


which suffered a 


very heavy loss dune to 
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lormation 


have a 
books.” } 


in | 


1s 
full 


ts 


in trouble 


but, i 
manage 
int laws, pub 


and (b) 


Wh 


( ertifte 1 


ten in 


Sil 


opinis 
di 


should have 


beer 


State particular 
familiarity th banl 


based on 


bank 


inal | 


can see, 


available, your 


gle sub mare Oan on 


nowever.’, 


| | 


went on to Say, 


not performing 


tl 


m the bank was 


and 


al 


expect d to 


community 


ity to its 


few sub-maren 


e would have 
were being closely followed 


policed 


} 


us bankers 


should expec 


1 
CCaAS1ION A! 
1 


' rticu rl] 
pa cula 


lat Many iaw\ 


1 4] 
Tamititar Wi 
accountants 
? +} } ] 
) ne pamp 


Institute 


1 
iaVvimet! 


book,’ ( 
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ceaure 


fof 


ement 
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rposes to 


juat or an 
prepared by 
las beer 
Institute 
use, accen 
adequacy 


bank 


tull requirements 


risk 

tormatiol ight be 

needed, { ! . but it ild be 

iluable ading for those persons, including 

awvers businessmen on bank 

requirements pamphlet ntitled 
Financial Statements for Bank Credit Pur 
poses “ \lthoug!l banks and 

accountan lave it, we have not vet re 


1} 


most many 


e mass financial executives whi 


treasurers and fir 


W suld find it of great valu 


and 


any who would like to familiarize them 


Ives with the requirements of either pro 
pamphlets may 

them at nominal 
relationships be 

tween the lawyer, CPA, banker and « 


ild be enhanced if all four 
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as the lawver, we cS 10 tec and that tec 


performed. We 


ould recognize that tl accountant 1s 


is based on th 
| 


service 


to show < 
r} We call 


etailed audit cost 
, , 


1 
at thi 


th 
and stand 


We s] ould eX] 


j 
chi¢ 
I ‘ 


t) We 


be unequivocal in his opinion o1 


should expect that the accountant 


' 
disclaimer 
1 an Opinio} 


Bankers have comme! experiences 


] 


witl rationalized on 


accountants who 
s and standards l to cater to 
whims and desires clients It 


is unfortunate that the desire to reduce tax 
lhabilities has resulted in occasional relaxing 
tf standards. One 


i borrower 


sometimes wonders whether 
who rationalizes in his thinking 
to the extent of undervaluing assets tor tax 
under different 


asons may not overvaluce 


conditions to the 


detriment of creditors 


Much criticism has been directed at indi 
vidual accountants for the lack of clarity as 


to the scope of their examination. Too mucl 


must be read into the wording oft cer 


tificates, and th read is obliged to inte 
pret the 1 the light of what its 
not said, This 


responsibility on the reader 


than what «ts said 


places an unfair 
who, 1f not alert miss the sig 


may nihcance 


{ variations in language trom vear to vear, 
had the 


one vear’s certificate 


We 


| ‘ 


illustrates the questions which can be 
in the mind if the 


even supposing he 


time to compar 


with another 


recently reviewed a report which 
raised 
reader's scope ot } 
audit is not made clear he certificate 


in substance 


“We have made such verification of ass 
nd liaalitie S as were conside red necessary 
and within the scope of our audit 

“We have not 


spondence receivables from or payables to 


verified by direct corre 


customers and suppliers in foreign countries 


as been 





“Subject to the foregoing comments we — ance sheet without reference to prior figures, 


certify that the balance sheet and related would not have the true picture as to what 
tatement of income and surplus correctly transpired balance-sheet-wise during the year; 


1 


1 } 1 } ' 
reflects the financial position of the com a comment or a surplus reconciliation would 


pany and the results ot operations tor the 


hoo! certainly seem reasonable under the circum 
year under review, and that th ooks o 
1 eview, and that the bo ' stances. Banks and credit grantors are in- 
account were kept in accordance with a 


- terested in all balance-sheet changes and 
cepted accounting principles 


in the reasons behind them 
Here are the questions 


, Many bankers and accountants believe 
(1) What was the rea scope ol the audit? 


that we should stress more strongly the 
(2) Where is the reference to customary purpose 


of the audit. There are material 
of standard procedures and tests? 


distinctions as to the character of informa 

stating specifically that he did not tion required for stockholders, as a_ basis 
reign items, does he mean to imply for credit or for management. It 1s quite 
did verify domestic receivables? probable that a discussion with the client 


, 1 BZ fs) : t o7 : \ as to S 
ee ee ee a by the accountan lawyer a the use 
> for which the report is being prepared will 
as to accuracy of receivables and inventory 
give the opening wedge for comment as to 
{ S » SS } ve 0 oO. : 
) What was the basis of inventory pricing the scope of the audit engagement. It may 


(6) Why leave off reference to the stand even be possible, if it is a new client, to 
ard closing phrase that accounting princi suggest a joint conference with his banker 
ples were “applied on a basis consistent if the client is a borrower 


” 


with the preceding year We should expect an unequivocal opinion 

Therein hangs a tal This report was or disclaimer. While it is recognized that 
submitted as a basis for substantial credit the accountant is only engaged to dete 
facilities and was a case where the client mine whether statements are truthful to 
was overly tax conscious, yet the auditor, the best of his informed judgment, we ex 


in trying to cater to the client, was being pect that, unless he has satisfied himself 
entirely unfair to the bank. Much ques that they are truthful by adequate tests 
tioning was required to clarify his position, performed within the accepted standards 
not the least significant of which was the and procedures of his profession, he should 
fact that the accounting principles were disclaim an opinion where his exceptions 
changed, and, hence, the auditor could not are material, and state why 


sav they were consistent. . . ’ 
So much for what CPA’s can do for 


Adequate disclosure of essential and mate- bankers and thereby for their clients. These 
rial facts is an area of much disagreement comments would similarly apply to lawyers 
between credit grantors and accountants or anyone who made use of audit report 


It is here that the reliability ar udgment . : 
ssa ‘ ee deters ind J shes Bankers generally know who the CPA is 
of the accountant is most tested Many an 


4“ - , on the company’s books, if there is one 
audit, even so-called “long form” o1 e 


(although he may not know much about 
him). However, I doubt if many bankers 


know who the attorney is for more than 


tailed,” fail to adequately define and clarify 
contingent liabilities The most frequent 


lapses he in disclosure of commitments and , 
a few of the bank’s borrowing customers 


Certainly, the larger the bank, the less likely 
it is that such itntormation is recorded 
point of amplification, we re Similarly, the CPA may lack such informa 
ceived an audit recently which had an un tion. I am not in a position to quote chapter 


other items such as unused letters of credit, 


lease-back arrangements and guaranties 


On the 


qualified certificate, a number of footnotes and verse as to what advantages might 
and a profit-and-loss account. The company accrue trom such mIOrMAiON, but IT can 
lost monev_ but surplus actually increased conceive that it might be helpful to be as 

, : ’ sured that the client had available legal advice 
considerably. No surplus reconciliation was 


from a source respected by all parties 
ubmitted, but, by comparison with the previ 7 Ree pct. 


ous vear’s balance sheet, it was evident that \ publication of the American law Insti 
a sizable amount of special reserves had tute says this about the lawyer's need for 


been transferred to surplus; but the auditor accounting knowledge: 


made no comment on this. The item really “Unless functioning only in a very lim 


was sizable, amounting to 30 per cent of ited fieid, it is practically impossible to 


surplus. Anyone looking at the latest bal practice law without encountering account 
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turn. The 


attorney, therefore, has 


ing matters at every practicing 
a definite need for 
an understanding of accounting principles 
and pr 


practice 


cedures ~AA The lawver whose 


includes any significant amount of 


businesses, later finds 
Ived in accounting 


sooner or 
statements, 
ilure to appreciate all the ramifi- 
only of the contents, but 
underlying procedures, 
hamper his work.” 


cations, not also 


t the 


will greatly 


I am not 


familiar with the average law- 


’s knowledge of CPA and 
but, I would presume that, like 
bankers, it may be 


standards 
prod ¢ dure '. 


Mat \ 


| 


generally limited, 
and | again recommend tl 


ie pamphlets re 
ferred to above 


There are many situations where inad« 


quate knowledge on the part of a lawyer, 


to accounting practice and procedure, 


contusion as to mtent of parties 


loan agreement or bond indenture 


include definitions of net working 


current assets, current liabilities and 
elements sucl 


Phese 


ance with 


as restrictions on divi 
sometimes are not in accord 
accepted 


accounting principles 


and a list of items to be so classified may 
falling 
This leads to later con 


he accountant 


omit items normally considered as 


( ories 


does not know 


omission was inadvertent or 


intentional It is always define 


wise to 


terms as being determined “in accordance 
with accepted accounting principles.” Ad 
mittedly, there 
by agreement between borrower and lender, 


certain 


may be occasions when, 


special definitions may apply fot 


determining working capital or 
item 


some other 
It would be well, however, to bring 
in the CPA and ascertain the practicality 
of provisions of an involving 
accounting elements. Obviously, such sound 
procedure would be of help to the banker 
and the CPA and would eliminate some of 
the problems which 


agreement 


arise in subsequent 


interpretations 


Conclusion 


Our 


and several job, therefore, is 


mind the 


joint 
to bear in position of the other 


professions in the over-all business scene 


\s members of a team, we should respect 
that position and urge our mutual client to 
take advantage of the skills 


available through each of the 


and advice 


three pro 


TEssions 


If we, in our discussions with our client, 


endeavor to point out the advantages of full 
facilities of the 
will benefit 
benefit both 


[The End] 


and adequate use of thie 
other 
directly 


directly 


professions, the client 


will 


indirectly 


and W ¢ eacl 


and 


Tax Problems of the Coal Industry 


By JAMES E. GELBERT, CPA; Lybrand, Ross Bros. & Montgomery, Pittsburgh 


_ TOPIC of this article might 
gest any problem that a member of 

might 
proper 
but that would cover a canvas of 
that the details 


Over all 


coal industry 


meet in trying to de 


termine its federal o1 


State taxes, 


such size 
would become lost in the 


panorama 


Consequently, this re 


view will be confined to 


a discussion of the 
specific federal income tax problems which 
are either peculiar to the 
peculiar to industries 


from. the 


coal industry or 
who derive their in 
natural re- 


limited, th 


extraction of 
earth. So 


center around 


come 
sources from. the 


discussion will depreciation, 
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depletion, development expenses, explora 
tion expenses, basis problems, and the treat- 
ment of coal royalties, and, more particularly, 
those problems which appear to be in con 


troversy today 


While depreciation is not peculiar to the 


mining industry, the whether 


the cost of expenditures for equipment should 


question ot 


be expensed or capitalized and recovered 
through depreciation presents problems that 
never meets. The 
forth the rule that equip 


ment, which is purchased to maintain nor 
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the ordinary taxpayer 


regulations set 





mal output solely because of the recession 


the working face of the mine, should be 


expensed provided it does not increase the 


value of the mine, decrease the cost of pro 
duction, or restore or replace property pre 
viously depreciated.’ Additional mine cars, 
rails, electric locomotives, copper cable, 
transiormers, and ventilating units are typ! 
cal of expenditures which have been allowed 
as deductions, and conveyors, loaders, cut 
ting machines, and tipple improvements are 
typical of those disallowed.” However, ex 
penditures, which would be deductible in 
ordinary cases, must be capitalized if the 
mine iS im the development stawe (sener 
ally, it can be said that an expenditure ts 
deductible if made solely to keep produc 
tion going and not tor the purpose of ex 


pansion or improvement 


Another problem, although not peculiar 
to the coal industry, is the current question 
of whether funds, expended to acquire equip 
ment under a rental agreement with an 
option to buy, are capital expenditures or 
rental deductions. The Tax Court has es 
tablished the objective test that, if the rents 
paid exceed the depreciation allowable, the 
lessee has acquired an equity which can 
only be recovered through depreciation ; there 
iore, the rental agreement is merely a sale 
comparable to a bailment lease. While the 
lax Court was attempting to establish a 
fixed rule for the guidance of taxpayers and 
the Treasury Department, the objective test 
leaves much to be desired in that there can 
be as much difference of opinion as to what 
constitutes an equity as there is under a 
subjective test which makes the intent of 
the parties the deciding factor The Kifth 
Circuit applied such a subjective test in re 
versing the Tax Court Che question ot 
which test will dominate in the long run is 
still undecided 

After it has been finally decided that 
expenditures were made to acquire capital 
assets, it becomes necessary to determine 
what method to use to compute deprecia 
tion \ coal operator has an option of 
recovering the cost ot the asset at a rate 
based upon the physical or economic lite 
or at a rate established by the current 
exhaustion of the coal.” Where it 1s ex 

Regs. 118, Sec. 39.23(m)-15(2) 

Marsh Fork Coal Company v. Lucas, 2 ust 
"550, 42 F. (2d) 83 (CCA-4, 1930); Franklin 
Coal Mining Company v. U. 8., (DC Ala., 1932) 
Ritter Lumber Company, CCH Dec. 8491, 30 
BTA 231 (Acq.): H. E. Harman Coal Company 
v. Commissioner, 52-2 ustre © 9487, 200 F. (2d) 
4115 (CA-4) 

' Alstead Coal Company 1 Yoke, 
© 9300, 104 F. Supp. 606 (DC W. Va.) 
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The special tax problems of the coal 
industry arise from the fact that 

it is engaged in 

extracting a natural resource from 
the earth and as such is entitled 
to a deduction for depletion. 


pected that the coal will be exhausted before 
the equipment will wear out, depreciation 
should be computed on the useful life of the 
coal supply... A change in the method of 
computing depreciation would require the 
Commissioner's approval. The regulations 
provide that salvage value must be consid 
ered, but this provision is usually ignored 
in actual practice An Internal Revenue 
Service drive on this point could lead to 


considerable controversy 


As stated in the opening paragraph, the 
special tax problems of the coal industry 
arise trom the fact that it 1s engaged in 
extracting a natural resource from the earth 
and as such is entitled to a deduction for 
depletion. It would appear at first glance 
that the taxpayer entitled to the deduction 
would be the person who owns the coal, but 
unfortunately or fortunately, depending upon 
your outlook, taxes are never that simpl 
The regulations * provide 


the owner of an economic interest 
in mineral deposits is allowed annual 
depletion deductions An economic 
interest 1s possessed in every case in which 
the taxpayer has acquired, by investment, 
any interest in mineral in place and secures, 
by any form of legal relationship, incom 
derived from the severance and sale of the 
mineral to which he must look for a return 
of his capital “ 


‘I heretore, not only the fee owner of coal 
is entitled to depletion, but also the lessee 
operator, a sublessee operator, a stripping 
contractor, and nonoperating sublessees-les 
sors, ad infinitum, The only real requirement 
that must be met is that the taxpayer has 
retained a right to share in the coal produced.” 


It is often difficult to determine whether 
a depletable interest has been sold or re 


* Chicago Stoker Corporation, CCH Dec. 17,542, 
14 TC 441 East Coast Equipment Company, 
CCH Dec. 19,943, 21 TC No. 13 

’ Benton v. Commissioner, 52-1 ustc © 9367, 197 

(2d) 745 (CA-5) 

® Regs. 118, Sec. 39.23(m)-17 

7’ West Virginia Coal Company, CCH Dee 
5130, 16 BTA 378 (Acq.) 

* Regs. 118, Sec. 39.234m)-1(b) 

*Palmer v. Bender, 3 ustc © 1026, 287 U. S 
551 
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t to enter upon and us 


transterred lf the seller retains 


receive royalties, there is no 


is true if the contract calls 


t prot ts or vrTross receipts; 


however, if payment made in a 


] 
fixed amount trom co; 


1 
taken place 


Most of the economic-interest problems 
past litigation, but 


Department | 


have been resolved by 


the Treasury raised a hornet’s 


nes he issuance of a ruling which set 


forth the general proposition that stripping 


contractors working tor a coal company 


might duct percentage under 


effect of the 


depletion 


certain circumstances Phe 


ruling was to divide the depletion between 


1} 
I 


e company and the contractor, thus giving 


examining agents a chance to deny the de 


duction to both parties, as not all stripping 


entitled to the 


contractors are deductions 


contract is terminable by the 
at will, 


coal 


upon nominal notice 


the stripper is not 


itled to depletion This is also true it 


contract calls tor compensation tor the 
al of overburden as distinguished from 


mtract where the must look for 


solely to. the 


strippetl 


compensation extractio1 


and sale ot the coal Two this 


recently decided by the lax 


cases on 


Pome were 


Court In one,"' the contract called for a 


e per ton, adjusted on a 


sliding scale 


pendent 


upon the market, and the court 


mied depletion to the Stripper on the the 


ory that he 


get paid whether the coal 


was SO ( In the 


would 


other case, the 


coal stripper 
et selling price of the 


court allowed depletion to the 


a percentage 
coal it mined, 
stripper 


ast one case has come t the atten 


ot the author where thie Preasury 


attempte d to extend this treatment to small 


worked — the 


t pit miners whe 


a coal company’s property and 


Company The Treasury 


when the coal company 


prove that the inde pe ndents 
Bankers Pocahontas Coal Company 1 Bur 
net, 3 1 © 998, 287 I S. 308 
Kirbu Petroleum « ‘ompany 1 
16-1 ustc £ 9149 


Commissioner 1 


Commissioner 
326 U. S. 599 
Fleming, 36-1 ws " 9165 
82 F. (2d) 324 (CCA-5);: G. C. M. 22730, 1941-1 
CB 214 
"%G. C. M. 26290, 1950-1 CB 42 
‘J. E. Vincent, CCH Dec 
James Ruston, CCH Dec 
Cited at footnote 14 
Ralph L. Patsch, CCH Dec 
189 
‘ Harrold 1 
192 F 


¢ 


19,366, 19 TC 501 
19,310, 19 TC 284 


19,288 


Commissioner, 52-1 
(2d) 1002 (CA-4) 
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could be 


a State 


ousted at will. A helptul tact was 


court decision holding the company 
hable tor workmen’s 


compensation msul 


ance tor these miners 


decided another 
Vincent case™ by 


The Vax Court current 


holding that 
backfilling 
vas not deductible as no work was done in 
the taxable vear Phe 
this case and 
of the Fourth Circuit had 
the Tax Court on precisely the 
tion.” ‘The 
| 


latter case, 


issue in the 


an accrual of estimated cost of 


court distinguished 


another 


irom the decision 


which reverses 
Sallie 


that, in the 


que Ss 
court poimted out 
all ot the 


taxable Vvcar, 


coal had been removes 
that the 


mi the 





faxpavel hac 


previous experience enabling it to « 


ompute 
fairly, and that the backfilling 


Was comple te d thre 


the estimate 


following vear. In. the 


adverse cases, coal 
no backfilling 


mates 


was still being removed, 
was attempted and the esti 


vere mere guesses 


Continuing the vho is entitled 


ourts have 


subject of 
to claim depletion, the « refused 


worked 


operatol 


the deduction to an 


operator who 


refuse or culm banks where. the 


had no economic 
which the 


interest in the mine trom 


refuse was dumped his posi 


tion was turther extended to an operatol 


vho succeeded to a lease on the 


but who had not 


created the 


property 
mined the ore which 
The Ninth Circuit re 


this trend in a case 


dump 


fused to follow where 


the successor in interest acquired the mine 


im ree Depletion Vas allowed to an opel 


ator who mined the coal and 


bank, but the 


created the 


culm Treasury has refused 
holds that no deple 


allowed in any case 


to acquiesce and flatly 


tion 1s 


where coal Is 


recovered from a culm bank 


is usual 


practice al the coal 


thine a 
Is assembled to 


} 


ry a 


acquire the mining 


combination of outright put 
Phese 


chases in fee and lease 


agreements 
various rights when combined and operated 


often make a single 


which coal 


sold, but the 
property tor 


nine trom 


is extracted, processed and 


question of whether this is one 


depletion purposes, or 


| consists ot 


scparat 


'Kohinoor Coal Company 1 
49-1 ustc © 9114, 171 F 
den. 337 U. S. 924 

‘Chicago Mines Company, CCH Dee. 15,462 
7 TC 1103, aff'd 47-2 ustc { 9385, 164 F 
(CCA-10), cert. den. 333 U. S. 881 

New Idria Quicksilver Mining Company 1 
© 9460, 144 F. (2d) 918 

13,366, 2 TC 412 
Villing Company, CCH 
aff'd 42-1 wstc § 9271 


Commissioner 
(2d) 880 (CA-3), cert 


(2d) 785 


Commissioner, 44-2 uste 
(CCA-9), rev’'g CCH Dec 
Kennedy Mining 4 
Dec. 11.660, 43 BTA 617 
125 F. (2d) 399 (CCA-9) 
Rev. Rul. 4, 1953-2 CB 4 





G. ¢ M 
* Blac 
14.852. 5 TC 


22106 
Wountain 
1117 
Regs. 118 Sec 99.23(m) 
lianna lron Ore en 
19, 587(M), 14 TCM 405 
Buflalo oC ] 


19,675, 20 TC 


Corporation 
(Non-acq.) 
1(d)(2) 
ym pany 
hilton Coal Company CH 
No, 53 
'Repplic Coal Company Commissioner 
re ¢ 9214, 140 F. (2d) 5& "CA-3) 

5S. 736 

Coal Vining 

34 (Acqg.) 
Leechburg 
65, 15 TC 22 
Sunray Oil 
rc 251, aff'd 
(CCA-10), cert 


cert 


Company, CCH Der 


Vining Company 


17,7 
ompany, 
1-1 
den 
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payimel 


able th ug! | on \ rovalty 
payments 


deductible 


tw! 1 


acquis uses 
are 


the 


trom “gross income trom 
property,” 


elect 


paid, unless 
T such t 


al is removed 


most recent decision 


ome trom the 


prope “= 
etused to include therein the 


nsumed by the taxpayer in 


held 


could 


its boiler plant. The court 


sale and 


bookke« 


plant vith the 


action was nota 


nstrued by 


boule I 


| ping entries 
value of 
might be 1 


decision construe: 


percentage depletion is nevet 


I 


unless the coal itself is_ sold, 


assurances have 
on will be 
is actually consumed in producing 
vill not be 


been received that the deci 


limited to cases whe 


applied to cases where 


consumed in some other busi 


produc tion ot coke 


mcome trom the pr 


ype rty”’ 


operating income” 
oR 
| 


must 


f rules 
come, thre 


and 


taxpayer e¢ 


, 1 
indirect expenses applicable 


Ssing of the 


} 
Ing and coal 


money \ to acquire mining equi 


ment,” im bonds,” interest 


deficiencies, State income taxes 


° are typical ot 
Ave held 
hat c 
but the Comm 


W here a 


} 
Clallnis expense 


Phe 


vere 


deductible 
mtributions 


issioner 1 


coal co 


Roundup Coal Mining 
19.674, 20 TC No. 52 
'F. H, E. Oil 
re © 9744, 308 
Wirabel Quicksilver Company CCH 
11,006, 41 BTA 401 
“ Sheridan-Wyoming ¢ 
Helvering, 42-1 ustc § 
of D. C.) 
Holly Development 
11,744, 44 BTA 51 
§(Grison Oil Corporation, CCH 
BTA 1117 
Vontreal 
11 BTA 399 
iF. H. E. Oil ( 
TC 13 (Non-acq. ) 


Company, CCH Dee 


Company 1 Helvering 39-2 
U.S. 104 


Dec 


oal Company, In 
9194, 125 F. (2d) 42 


Company, 
Dec. 11 
Dec 


lining Company, CCH 


‘ 


ompany, CCH Dee 
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The old adage about locking the 
stable door after the horse is stolen 
is probably more applicable to taxes 
than to any other problem met 

in business, according to the author. 


equipment was transterred 


ctiotr 
l 


division where it was 
The construction 
but t 


igh depreciation charges 


} 
1Oss 


1¢ 
I 


} “ 
reduced net 


VIS¢ 


have 


develop 
evelopment 


CXCESS 


Vountain 


174 F 


City 


(2d) 


Copper Company, 
295 (CA-10), aff'g 
F. Supp. 248 (DC Utah) 


( Vining Company 7% 


ruanacenm Commis 


toner, 42-1 ¢ 9415, 127 F 19 (CCA-9) 
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any taxabl 


¢ 


vears ol predecessors from whon 


he taxpaver acquired properties in a tax 


Iree organization 


Most 


and 


their books 


with 


coal companies keep 
generally 


there 


records 1 accordance 
accepted accoun principles and, 


tore, do not ich items as the excess 


of percentage depletion over cost depletion 


} 


( onsequently, two sets of records must be 


ke pt to 
the coal 


cdetermune the correct tax basis oft 


properties. Thi basis 


matter ot 


presents many peculiar problems 


} 


he basis of a coal property ts divisible 


and distinet 
cost of the 


arate sections 
Is tl ( 


properties; the 


separate mincral 


second comprises the cost 


of buildings and mac 


lunery used in extract 


coal; 


h 
ing and processing the 


and the third 
development and ex 
1950. Each 


1] 
provte 1s 


consists ot deterred 


ploration expenses incurred after 
} 


has its separate rules and special 


lands, the 


computing 


In the case of coal unadjusted 


basis for purpose of loss 1s 


usually cost, while the unadjusted basis t 


yreater Ol 
March 1, 


development expenses 


W here March l, 


i 


i\ 


computing gain is usually the 


cost o1 market value as of 


fair 
913. Costs include 
apitalized rr to 195] 
1913 value it, the value has usua 
egotiations carried out 
f income taxation be 
and the 


é; : 
should 


asury .! 
ly 4 1) 
lot le 


taxpayer 





vartment and questioned 


une there was a srepresentation, 


or v2ross error as tO al 


vy facts know! 


date of valuation Just recently, a Cast 


author, the Ureasury ques 
i 


19 


computed = at 
of estimated re 
subsequent 
to be less than 


S crro}? How 


all parties 


events 


units 


yotia 


I oal «al 
by depletion Ii 
1, 1913 
ually sus 


reduction 


Repplier Coal Company, CCH 
TCM 141, aff'd as in footnote 29 
“% Code Sec, 23 (cc) 
* Code Sec. 23 


Regs. 118, Se 





} 
t cle ple 


subsequent to 1932 Depletion 


COS 


nount 


195 ) 
December 
Phe 


isted 


computil I 
Dit 


ale 


ij basis computing gain 


lerent methods of computing depletion 


permitted for theretore, 


mperties 
] ( 1¢ ~ 


! 


ssible 1 compute cost 


| 


and perce ntawe 


another Sane taxable 


Wnportant ice percentage 


be taken even atter the ad 


of a property is reduced to 


percentage depletion on one 


reduce the | 
the 


centage de ple tion taken 





wuld not yASIS 


Ola 


perty; however, lreasury 


pel 


| 
operty reduces subsequent capita 


res made on the same property 


inadjusted basis of the buildings, 


ind 


m and 


equipment is to be reduced 
elative 


How 


ISISts O 


depreciaty the comments 1 


depletion are applicable hereto 


mineral pro j 


pert, ol 
} ii. y « ! 


re a 


able 


varded 


and cle ple table assets, eacl 


| class ol 


acdjuste 


Oolie Way 


atter December 


By J. SYDNOR MITCHELL 


Some Specia 
of the Smal 


HING the 
the 


a PER SEAR held of 
tor problems 


that tew BI 


under above caption 


it appears any, problems are 


literally “special” to the small retailer. Some 


Code Sec 113 (da) 
Iron 4 
BTA 


Louisiana 


12,040, 44 


Supply Company 


Dec 1244 (Acq.) 
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taxation 


double deduction and at the Ine pel 


Sane | 


mitting a deduction when percentage depl 
| L hie 


deductions 


claimes detert 


by the 
coal 1s extracted 
Prior 1951, 


rovalty on. the 


tion 1s ed expenses ar 


reduced allowable thie 


as 


to anvone whe received 


amount of coal mined 
entitled to a cle ple tion deduction 
\ct 195] th 
respect ree 
vho do 
either individually, or 


lt the 


months, rovalties 


nue changed 


ot 
to owners ot coal 


the 


pre perties 


not themselves 


mnes 
] 


COAGAVCH 


operate 
ture! 
held 


them 


as a 
partner been 


by 


property has 


SIX received 


considered as sales of asset 


wine 4" 
amount ot depletion 
without 
li the 
resulting 
deductible 
royalty 


or business cost of the 


the 


property 


1s allowable 


puted regard to percentage 


tion depletion exceeds the valt 


ré 


the an ordinary 


would be 
the 


le ple tion 


loss 
full, 
the 


capital gain and is 


Il while excess Oot 


Is consicde red 
thre 


tions and special tax rates applicable to 


over 
subject te limit: 
other capital gains 
the pr 
less than six months 


The ordinary 1 


apply iI yperty has been owned 


In preparing the foregoing material ane 


in dome the nec esearch, the 
struck by 
litigated 

had 


thie 


essary 1 


number of cases 
li 


tax 


the 


Vas 


Vere unnecessarily th 


sought competent advice 


transaction was al accomplished 


mucl could have bee accomplished 


prevent a dispute by pursuits 


different course of assemblu 


+} 


action 


i necessary | 


ould 


taken 
Phe old 


door alter thre 


action 
results adage 


stable stolen 


1S 
probably more applicable to taxes than 1 ally 
[The End] 


other problem met in busines 


Problems 
etailer 


he problems which tered b 
small 


mall businesses, 
to 


are ence 


the retailer are also present with other 


and those which are peculiar 


retail business are likewise enc: 


‘GG. C. M. 22239 
"“ G. C. M. 17760 
Code Sec, 117 


1940-2 C 
1937-1 CI 
(k) (2) 
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Mr. Mitchell, a CPA, is a member of 
Mitchell, Wiggins and Smith, 
Richmond, Virginia. He is a member 
of the Council of the American 
Institute of Accountants. He 

is past president, Virginia Society 

of Public Accountants, and chairman 
of its Taxation Committee 1952-1953. 


However, many ot 


onsidered special Wn hie 


are more acute with 


retailer than with other business en 


son this basis that I have selected 


| ' 
problems tor discussion 


It is hardly necessary to remind you that, 


reviewing a number of problems, it will 


possibl i 
possible, la 


paper of reasonable 


t completely exhaust the possi 
Most of the prob 


deal with would 
in themselves a tull article to even 


each problem 
shall attempt to 
Pherefore, this 

ot a review 

e to stimulate 


further on problems of particular 


interest 


Problem of Keeping Records 


Small businesses 


rarely have the advan 


tae highly trained record-keeping pet 
those 


li one is 


Soll His 3S 


particularly true ot 
yperating m smaller communities 


fortunate 


enough to obtain the services ot 


a competent bookkeeper, he or. she will 


fieids Lhe 


settle tor a 


oOlten soon vraduate to largei 


smallest retailers must often 


part-time bookkeeper or one who, though 


a tull-time 


employee, m ry reasons ot 


da part ot his 1 on other 


re, mn this phase ot the busi 


small retailer may be. said to 


a “special” problem .as_ to 


hatever 


personnel problem 


small retailer must keep 


comply with the selt 
assessment pring f the internal revenue 
1 thus avoid arbitrary assessment 


This 


S ane 


e Commissionet problem of 


ord-keeping is usually more acute with 


retailers than 


with other small busi 


nesses because of the larger number ot 


transactions, particularly as to 


sale 8 and 


also bec: 1 ) Cis¢ taxes 


Regs. 118, Sec. 39.41-3 
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Accountant's Duty 


There rests upon the accounting practi 


tloner a very special duty to assist the small 


retailer While it is 


othe 


in solving his problem 


rarely as remunerative as 


little opportunity for 
self-distinction, there is no engagement that 


types ot 


practice, and offers 


results in more personal satisfaction than a 


well-executed one in After all, 


personal 


this area 


the desire to 


serve, rather than 


vain, should be the dominant motive of the 


protessional man 


It is often difthcult tor the 
| 


to persuade his client 


accountant 
to spend the 
effort at the 


neces 


sary time, money and outset 


book 


system 


to provide the basis tor 


an adequate 
quality of the 
largely on 


keeping system. The 
depends very 
plished at this 


what is 
Definite 


accom 
and 
to them, with regard to the 
every type ot 


Stage rules 


strict adherence 
handling of 
of the 
frequently 


transaction, are 
cornerstones of a good system 
good 


diplomacy and salesmanship on the 


requires a deal of 


part ol 
as the small retail proprietor 
or manager 1s often the chiet 


field Phe 


an ack quate 


the accountant 


offender in 


this necessary expenditure for 


cash register as sales register 


vill justify itself many times over in the 


orderly operation of a bookkeeping system 
Some small retailers are 


so-called 


usually a ome 


misled into buy 
ing a “simplified” 
book 


fact in itself appe als to the 
ot simplicity. Usually, 


bookke eping 


system; whicl 


affair 
chent as a mark 
with the eflort 


necessary to keep this type of system, there 


Sallie 


could be kept a “custom-made” double entry 


set of books, from which much more mean 


compiled. This 
is not intended as an indictment of all stock 
svstems, aS many 


ingtul 


information may be 


excellent ones have been 


deve lope d by auto 


manttacturers, trade as 


Those 


business are 


sociations, ete being custom-mad 


for a particular usually 


com 


prehensive and offer the additional advantage 


of providing information with 


\ bast 


bookkeeping system is 


comparable 
others in the same line of business 
requirement Of any 


that it should be balanced 


with the bank 


account 


Many 
failed 


times, a well-designed system has 


because care Was not taken to see 
kept. In this connec 


accountant will often find himself 


that it was properly 


tion, the 


involved to some extent in the client's pet 


sonnel problems. Sometimes. it 


supply most of the 
ing knowledge 


may be 
necessary to 


bookkeep 
and even the manpower tor 


118, Sec. 39 41-1 


Regs 
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} 


ignored here), and only 
organization radually Ke Ol No t first $25,000 
intrequer tly, j or less permanent a1 (4) The tax on the income of the busi 
_ vi vy th lient’s ; : 
ade whereb ne cer ness 1S paid alter the veal has closed, rather 


p +} tr isactions in \ ] 

and ‘ ransactions | than during the year as the individual must 
Is 1 other ooks otf orig 

lal and he b k Me do to avoid penalties." 


are checked and the 


inti Galle (5) Death of owner does not require 


' : taking inventory and closing books as in 
ses the system Ih a 1 o ‘ 


se Oo yrop! orsh ant ase oO art 
tax return prep: Cast 1 | prietor hip and in casé¢ I pat 


nership, unless specific provision is made to 


he advantage 


above would depend on 
of income from the business, 
of income from other sources, and 


Problem of Choosing marital status of the individual or in 


Form of Doing Business lividuals involved Example S lor compar} 


would depend on son 1 ssumptions 
+1 V id ] n many a my l 


Sinall retal 


level of income, allowable salary, out 
a small 


mcome, mat tal status, etc., that, stated 


4 
t} 


cre, ey would be of littl practical value 
However, we may say that in 1954, when 
the business income of ; arried individual 
ising the standard deduction exceeds $14,200, 
| be an immediate tax saving in 
excess taxed at 
ot 30 per cent 


Ilvantages 


uld take 


and the de 


Disadvantages of the corporation. 


pring ipal disadvanta 


Advantages of the corporation.—T li 


incipal advant ation al 


(1) 1 


provides an % itional taxable en 


t 
titv and. tl us, by ! pay t ta salar 


to the owner! operator, t ! mm the 
business 1s split into two s ot rate 
brackets 


IS aA Separate taxable en 
income can be isolated trom other 
income of the owner and, theretore, 1s not (3) Amounts 


‘stacked” on t his other income and and charged to 


taxed in ; her rac] nevertheless, be taxed to them 


(4) More formality 1s required 


Excess © 2 utes, repo! . alan) payments, 

Reg 118, Sec 39 23(a)-6 ® Regs 118, Sec. 39.102; Gazette Telegraph 
‘Regs. 118, Secs. 39.56 and 39.58 Company, CCH Dec, 19,419, 19 TC 692: Latchis 
Regs. 118, Sec. 39.47-1 As to partnerships Theatres of Keene, Inc., CCH Dec. 19,509. 19 

see Girard Trust Company 1 I S., 50-1 ust TC 1054 

© 9342 182 F 2d) 921 (CA-3) and Commissioner 7 Regs. 118, Sec. 39.115(a)-1: H. C. Thorman, 

v. Estate of Samuel Mnookin, 50-2 uste % 9431 CCH Dec. 19,.860(M), 12 TCM 963: W. T. Wilson, 

184 F. (2d) 89 (CA-8) 3ut see Commissioner 1 CCH Dec. 16,241, 10 TC 251; Frank W. Sharp 

Estate of Isidore Waldman, 52-1 usre { 9283, 196 CCH’ Dec. 19,817(M), 12 TCM 836 

F. (2d) 83 (CA-2), rev’'g CCH Dec. 17,918, 15 

TC 596 
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above, it may be well 


he habits of the owner 
toward thy 
Many Section 115 


becau f casual use 


business 


purposes 


Partnerships and _proprietorships. 
advantages and lisadvant t the 


I ages <« 


11 
priectorsil or partner generally 


t the ce torm Phe 


antages 


unmcorl 


informality of operation 


income without turther 


been taxe¢ 


partnershi 
immediate te upon 
ner has been lessene: nomeost 
past Tew 

ge lo! 


accounting 


TIC 
re deciding 


he wever, we sugvest vou 


irefully the regulations issued 
195] 


We venture to say 


amendment 


dealing with 


that they 
ublesome than most 


amendment would 


Problem of Choosing Accounting Period 


1) 6035 
11 


section 


) 46-1] 


Sui 


amendment (now <% 
118) 


hich must. be 


f Regulations IMmpo 
met 1! 


* See footnote 5 
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mission 1s necessary, 


and a change WAY bx 


accomplished by filing a return on or before 


third full 


le llown a the close ot the 


the fifteenth day of the calendar 
month short taxable 


Vear, 


made 


accompanied by a statement that it is 


under the ization conferred by 


this sectior The three conditions in sum 


miary are 


(1) Taxpayer (or his related partnership 
tners) has not changed his accounting 


included 


VCal which 


t taxable vear 


taxable vear is 


han three month 


period of nine or more months 


The taxpayer's net income 


short taxable vear, annualized, 


80 per cent of the net income 


ceding 12-month 


taxable yea 


It the 


the five 


short taxable year ends on any ot 


month-ends prohibited under re 
must be 
taxpayer has until 
15 days atter the ) ot the 

to seek 


] 
he old 


quirement (2) above, permission 


»btained, but ow the 


short taxable 
such permission 
that 


least 60 days 


as compared 


requirement request must 


made at 


iT tlie 


When we 


times had 


before the close 
short taxable vear 


consider the difficulty we some 


getting permission to change 


accounting riods, the tore 


going amend 


ment i ( present a considerable 


liberalization of the 
We may now mucl 


advisability of changing 


to a more desirable 


regulations in this area 
more fully consider the 
established entities 


fiscal year 


Consideration in choosing a fiscal year. 
In selecting an annual 


small retailer, our first and prize considera 


closing date for a 


e natural business year; 


12-month period ending 


have reached their 


lowest 
cvek : when 
id not vet 


at thei 


istomers 


annual inventor 


replaced; 
miniwnum oF 
remit; and when 

loans tor current operations have been 
liquidated or 


reduced to their annual mini 


mum ‘Tax advantages may also be gained 


date : 


seem more 


by selection of some other closing 
but the broadet approach would 
justifiable 

early fiscal-yeatr 
February 28) 


best 


closing (January 31 of 


seems to suit retailers 


most 


However, peculiar circumstances may 


Sec. 340 of the Revenue Act of 1951 


ing Code Sec. 3797 and 


amend 
idding Code Sec. 191 
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particular busi next return. In the case of a change 
from the date method of handling bad debts 


must be made at least 30 days before the 


close of the year for which the change ts 


to vo mto effect 


Change to or from installment basis. 


Please note that permission is not 


| require 


lar] i ‘ Vee ) te change to | installment basis | 


rtnership may delay } \ al ti method V , adopted b a dealet 


basis evel 
been reported 
basis W here 
installment basis 


permission 


Choices available. 


] 


Problem of Choosing Accounting Method = are a material 


come 


Code Sec. 294-d Regs. 118 

Regs. 118, Se 39.41-2(c) 

See, also, Regs. 118, Sec 39. 22(¢)-2(d) 
See, also, Regs. 118, Se« 39.41-2(e) 
See, also. Regs. 118, Sec 39 23(k)-1 


Regs. 118, Set 9.44-1 
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ix] 


paver must 


11 


resent 
Commissio 
installment basis 


bad debts wit] 


\ssumung 


avallable ! 1 ( 


installment 
of th 


usil 


msider some 


Val disadvantages 


taves 


Assuming of 


inventor 


be necessary 


Reg 


ommitssioner ust 
Estate of 


. Ww 
CA-o) Weyer 
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be 


“a 


Is personal property 


respect 


basis 1S 


ad 
it 


9381 


Gold 


heirs 


(4) If the 
must 


estate ol 
the 


taxpavel dies, his 


bond ol tax on 


post 


pay 
entire unreported profit 


3) above, it should be 
is substantial 


the 


opinion to 
ot 
upon 


vise, ther 


CAC 


a partnership 


nstallment basis, dissolution 


other would be 


‘transmuission” of the installment obligation 


lhe ase of all tl partners with conse 


quent immediate axatio f unreportes 


INCOME Which this would 


be true in partners who con 


tinued 
to 


the partnership business would seem 


depend Ol the eflect that the 


present 


ascendancy ot ie “entity” theory of 


part 
nerships will have on regulations presently 


undet consicde ration 

In 
including partnerships, prefer the installment 
thre Oop 


mception ot 


spite of disadvantages, many retailers, 


basi especially where they have 


portunity of selecting it at thre 


the business 


\s 


retaile 


Methods of inventory valuation. to 


methods of inventory valuation, the 


the following methods or 


cost: (2) 


choice ot 
(1) 
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lower;” (3) retail method;” 
and (4) LIFO. (last-in-first-out assumptio1 
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approximating ce 


are two methods, as 
ot 
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Basically 
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method | 
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retail 
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eftlect of st at mark 
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puting the pe 
ellect 


market 1 
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the 
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the of approximating lower oO 


or mark downs are excluded 


rt thre percentage at 


witl 


n the determination « 
reduction Phe LIFO 


umption as 


method is cost 


acter 


a pecial a flow of cost f 
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ory valuation 


simp! st method o Nn) 
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deductions for 
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las thie disadvantage 
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alue until thre tax period 


sold 
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price 
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Retail method. 
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this method ror tax 


conditi 
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method must be de 


records must 


mputatior 


method must be 


adhe red to 


(4) A 


department 


taxpayer, maintaining more than 


O1 dealing in classes ot 


One 


goods carrying different 


oO} 
based 


percentages 


mark uy should not use a percentage 


Opening inventory (100 items) 


Purchases (400 items) 
Mark 


ups 


Marl 


downs 


Sales (370 items) 


retical inventory at retail 


Actual inventory at retail (125 items) 


Actual inventory at 


(59.62%) 


approximate 


Actual inventory at approximate lower 
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! Regs. 118, Sec. 39.22(c)-8(f) 
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mark-downs in 
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amended 
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excl 


computing rcentage 


applic dt 
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of reduction to be closit 
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treatment has the effect of valuing the in 


ventory at a figure which approximates the 


lower of Permission 1s 


} 


cost of market 


required to change trom one practice to the 


other 


A very simple illustration of the 
of this method 
presented in the 


opel 


variations 1S 


with the two 


following illustration 


Percentage 


Cost Retail of Reduction 


$ 600,00 $1,000.00 
$4,000.00 


400.00 


2,500.00 


100.00 $5,400.00 

200.00 
$5,200.00 
3,800.00 
$1,400.00 


$1,200.00 
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LIFO method.—The LIFO method 


valuing inventories 1s available to retatle 


and may be used in conjunction wi 


retail method ] nati is made 
} | 
lar value 
aS TeCOLR 


ft Flutsler 


OU cents ory Any loll wicreasc reflected bv 
pront) comparison is attributed to the earliest 
mark purchases during the period and is priced 
by using the ratio « i prevailing dur 
ing the period 1 purchases to the 
price basis upon \ h tl irigmal mventor 


as priced \iter i , mereas¢ 
1D cent y ’ \ 
percentas Je Mt, al omputed or ‘ | ‘ \ matching 
Valuation Ot 


meth 


! 1% t ginal inventory, 
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- : . ‘ increase by using the ratio 

io need no , 
prices | Valling at time ot imecrease t 


t 


price basis used in original inventory, This 
increase is then added to inventory on LIFO 
reasonably ; I t i basis at beginning of the year In case a 

and profit figu vithout decrease in dollar value is reflected for any 

vear, the decrease is recognized by removyv 

ae Pe a ing the latest increase or Increases in equiva 
identified with invoice to determine lent dollar value 


The application of LIFO in conjunction 
with 

theoretical inventory at retail 
index figures representing the price increase 
ince the adoption of LIEFO. Closing inven 


tory is priced at retail as usual and reduced 


the retail method entails the use of 


a measure of stock control whi 


may alert management to possible pilfer 


From the standpoint of the auditor, to retail basis of original inventory by us¢ 
inventories may be verified) on other than of index figures. This adjusted retail in 
closing date it sts indicate retail records ventory is then compared with retail value 
ire accurate of opening inventory on the same_ basis 
The increase is multiplied by the index 


and the result is reduced to cost by 


disadvantage t tail method 


the departmental profit rate prevailing 
during the period of increase This cost 
increase js then added to beginning LIFO 
inventory to get the to be used for 
inventory 1 y the retail 
conjunction with LIFO, mark 
be included in computing profit 

ave to be used 


\rranvements have beer made between 
rresentatives of the retail trade and the 
1 States Bureau of Labor Statistics 


agency to compute and publish a 


18, Sec. 39.22(d)-1(k) CCH Dec 
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mount ad 
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preparations include suc 
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of an article subject to ¢ 


hile at 


some other 
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whether thie 
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preceding footnote 
footnote 38 
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| WASHINGTON TAX TALK—Continued from page 182 
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i OO per cent of t ! rns b \ I Examine a large 


$10,000 and $50,000 require adjustment. I productive returns 
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1953 


United Press Photo 
The government's program for encouraging the adoption of income 
tax instruction in the nation's high schools is under way. Commissioner 
Andrews is shown pointing to the blown-up income tax form used in a 
demonstration at a Kansas school where he addressed the students. 
The notation on the form indicates the total number of returns received 
annually by the Bureau of Internal Revenue. 
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